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INTRODUCTION 


The submission of Imperial Oil Limited will deal in varying degrees with points A, B, C and E* 
of the terms of reference of the Commission. Perhaps the chief value in this presentation will be 
derived from its description of the industry, of how the industry works, the various forces that have 
caused it to take today’s shape, and hence some discussion as to what might improve its operations. 
With this background, it might be possible then to offer some suggestions on the particular points that 
the Commission has been asked to study. 


It might be appropriate for us to define here the elements that we believe best serve the 
national interest in the sense used in the terms of reference of the Commission. These are as follows: 

1. A high level of energy consumption by Canadians. 

2. The existence of large resources of energy sources at the disposal of the Canadian 
economy. 

3. ‘The development of markets which will provide reasonable economic stimulus to 
the growth of the energy industries. 

4. The development of energy resources in line with markets available to provide not 
only energy required but stimulus to the economic development of the country. 

Our presentation is concentrated on the oil aspects of what is commonly referred to as the oil 
and gas industry. The identity between oil and gas exists solely in the producing and exploration 
phases. These two forms of energy, after production, are transported and sold under very different 
business systems and seldom have further contact until they meet competitively in the fuel market. 

Of particular importance in this presentation is the discussion relating to the long-term as 
opposed to the short-term phases of the problem. These two may not necessarily be compatible, and 
historically long-term considerations have been the more important. 

Any value that may be derived from this written presentation is believed to lie in a reading of 
the discussion. This makes the preparation of a summary and conclusions more difficult than is usually 
the case. Such a summary, however, has been prepared and is located at the back of the book where 
it may serve to remind the reader of some of the more important points discussed. 

The submission is divided into the following sections: 

I. The Company 

II. Characteristics of the Petroleum Industry 

III. Crude Oil Reserves, Producibility and Factors Affecting Development 
IV. Development of Crude Oil Markets and Economics of New Market 


Penetration 
Ve The Current Decline in Crude Oil Market 
VI. Future Market Alternatives 


VII. Oil Pipe Line Financing and Regulation 
VIII. National Energy Policy and National Energy Authority 


*Terms of reference: 
ne . to enquire into and make recommendations concerning: 

(a) The policies which will best serve the national interest in relation to the export of energy and sources of 
energy from Canada; 

(b) the problems involved in, and the policies which ought to be applied to, the regulation of the transmission 
of oil and natural gas between provinces or from Canada to another country, including but without 
limiting the generality of the foregoing, the regulation of prices or rates to be charged or paid, the 
financial structure and control of pipe line corporations in relation to the setting of proper prices or 
charges, and all such other matters as it is necessary to enquire into and report upon, in order to ensure 
the efficient and economical operation of pipe lines in the national interest; 

(c) the extent of authority that might best be conferred on a National Energy Board to administer, subject 
to the control and authority of Parliament, such aspects of energy policy coming within the jurisdiction of 
Parliament as it may be desirable to entrust to such a Board, together with the character of 
administration and procedure that might best be established for such a Board; 

(e) such other related matters as the Commissioners consider it necessary to include in reporting upon those 
specified above. 
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I. THE COMPANY 


Imperial Oil Limited was incorporated by letters patent granted by the Dominion Govern- 
ment in 1880. The Company’s business is comprised of the production, refining and distribution of 
petroleum and its products throughout Canada. The entire assets of the Company are within 
Canada, and its operations extend to virtually every part of Canada. The Company’s employees 
number approximately 14,000, and capital employed as of December 31, 1957 amounted to $757.9 
millions. 


The Company is managed by a board of directors, who have the ultimate responsibility for 
the business of the Company. The directors, at present ten in number, are elected at the annual 
general meeting of shareholders, and the executive officers of the Company are the president and four 
vice-presidents, who are elected by and subject to the board of directors. Of Imperial’s ten directors, 
eight are native-born Canadian citizens, one is a United States citizen and one is a Canadian citizen 
born in England. Eight of the directors have had more than twenty years of service apiece with the 
Company. All directors are full-time employees of the Company. 


The Company’s authorized capital is 40 million shares of no par value, of which approximately 
31.5 million shares are issued and outstanding. ‘The Company has some 44,500 shareholders of whom 
35,300 are in Canada. Standard Oil Company (New Jersey) is the largest shareholder of the 
Company, owning about 70 percent of the outstanding shares. The distribution of shareholders and 
of shareholdings as at December 31, 1957 is shown in the following table: 


Shareholders Shares 
Total- - - - - - - = 44,544 100% 31,442,652 100% 
Standard Oil (N.J.) - - - - l 21,961,395 69.8% 
Canadian Accounts - - - - 35,300 79.25% 6,289,283 20% 
Other A tS ee eee Et 9,243 20.7% 3,191,974 10.1% 


CANADIAN CHARACTER OF IMPERIAL 


In view of the fact that a majority of Imperial Oil Limited stock is held by a United States 
corporation, the question may well be asked to what extent Imperial is a “Canadian” company. 


This question in effect means “Are Imperial’s policies determined by external considerations 
or does Imperial base its policies on Canadian conditions and the Canadian interest?” 


We believe the record speaks for itself, and the answer is that Imperial acts as a truly Canadian 
company. This basis of operations has never been questioned by shareholders, large or small, since it 
is the only way to maximize over the years the earnings from our operation. 


The only workable principle on which the management of an operating company such as 
Imperial can adequately function is the energetic pursuit of the opportunities in its field. The 
management of an operating company will have to work diligently to keep abreast of competition 
under the best of circumstances. If arbitrary external objectives are introduced, the ability of such a 
company to compete deteriorates markedly. 


This is perhaps merely a restatement of the importance of decentralized management in the 
operation of large enterprises. While there is a great diversity in the extent to which individual 
concerns practise this approach, its importance is widely recognized throughout industry today. It is 
probable that no individual concerns have had a greater experience in the principles and practice 
of decentralized management than Imperial Oil and its major shareholder, Standard Oil of New 
Jersey. 


One reason for this lies in the fact that Imperial Oil Limited incorporated in 1880, is actually 
older than Standard Oil Company (N.J.). Imperial’s relationship with Standard began in the ’90s, 
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after Imperial had sought in vain for growth capital in Canada and the United Kingdom. Ultimately 
the financial problem was solved through the sale of a controlling interest to Standard Oil in 1898. 


The affiliation thus initiated was, therefore, not of the parent-branch plant variety but one 
between two experienced oil concerns, both operating in highly developed communities. American- 
born personnel presently on the Company’s payroll number less than one percent and are confined 
to a few specialists who, speaking generally, have brought a wealth of experience to Canada and have 
contributed greatly to Imperial’s progress. They have been enlisted on the basis of their personal 
qualifications and not in the sense of shareholders’ representatives. 


Imperial was for many years headquarters and majority shareholder of International 
Petroleum Company, operating crude oil production and exploration in South America. Only with 
the prospect of Imperial’s own large-scale crude production, following the discovery at Leduc, did 
this successful international relationship come to an end. 


At that time Imperial sold its International Petroleum holdings to finance Canadian develop- 
ment. It is worth noting that Imperial sold this foreign operation, with large established crude oil 
reserves in order to finance its development of western Canadian crude oil supplies, which have 
displaced crude oil from affiliated companies. Before selling, however, Imperial obtained assurance 
of continued crude oil supplies to its east coast refineries. 
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ll. CHARACTERISTICS OF THE PETROLEUM INDUSTRY 


During the twentieth century, with the development of the internal combustion engine, 
automatic heating and the general increase in energy requirements, reflecting improved living 
standards, the oil industry has emerged as a major supplier of energy, even in countries with large 
coal resources. Thus in 1957 the free world used some 15 million barrels daily of crude oil and 
petroleum has become the largest commodity of world trade. 


In this growth, the oil industry has developed an intricate and worldwide logistical system 
utilizing specialized transportation. Supply competition and freedom to “shop” is a predominant 
characteristic of the industry due to a number of factors: 


(a) The production of crude oil is concentrated in a few major areas as indicated by the following 


table: 
Free World Figures 
%o %o 
Production Reserves 
Middlejkaste- gc-) pm) be a Bo ee ee 23 TZ 
Venezuela cents) huis De euteae mae Le toa tee ES 18 7 
United States 
Ao cht Pear eae 10) 
California - - - - - 6 
Mid-Continent - - - - 6 
Othenwes”* lo wie Ler ehh 47 14 
Ganadg = 9 Sega eee ele FSR ee BST ny) ce 3 1 
Othereewertyisiv &S extiees? Sieve a eel 9 6 
100 100 


(b) Widespread use of petroleum includes domestic customers, public utilities, industry and 
transportation facilities, requiring various specialized fuels. Major industries are frequently 
located on the basis of accessibility to a number of different oil sources. 


Great flexibility in supply is needed because of the varying demand by types of product, the 
important and unpredictable effect of weather, and the normally long transportation lines. 
Consequently, an inadequate margin of supply could result in violent price fluctuations which 
would not only cause hardship at the consumer level but dislocation of industry. To protect 
against such eventualities, surplus capacity is maintained at all stages of the industry’s 
operation, from oilfield through the transportation network to refining and distribution facilities. 
Surplus capacity has been a normal characteristic of the oil industry at all times except during 
highly abnormal conditions of world wars. 


— 
Qa 
See 


The fact that the oil industry has been able to develop and maintain surplus capacity over 
many years reflects the competitive nature of the industry on the North American continent. No 
monopoly has been able to do this in any country where such monopoly exists, such as the Argentine, 
Brazil, and Mexico. At the same time, the industry has been able to continuously enlist the confidence 
and support of outside capital to supplement internally generated funds in meeting the investment 
needs of the industry. 


In Canada, since the end of World War II, capital investment by the oil industry has totalled 
some $4,600 millions. While approximately two-thirds has been invested in crude oil exploration and 
development, investment in all phases of the industry has been essential to supply increasing demands 
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of the consumer for petroleum energy. This investment has been made by hundreds of companies and 
individuals. 


Expenditures for exploration and development alone in_western Canada have been currently 
running at a rate in excess of $600 millions annually and net cash input is probably $200 millions 
annually. This capital inflow obviously represents the investors’ choice of Canadian opportunities 
for crude oil discovery and development rather than those elsewhere. Imperial’s former interest in 
Latin America, and its decision to put this money into Canada, represented considered judgment 
between two investment opportunities. The Canadian producing industry, like every other producing 
area, competes for capital on the basis of profit incentive, geological prospectiveness and political 
stability. 


Such capital is supplied to the industry by: 
1. the individual investor directly, or 
2. through one of his institutions. 
3. by the shareholder’s willingness to leave earnings in the business. 


Incidentally, financial institutions and oil companies have capital to invest only so long as the 
individual investor retains confidence in the wise direction of their affairs. 


Both individual and institutional sources of capital recognize all the fair and reasonable 
obligations of the oil industry: payments for the right to explore to owners of prospective oil-bearing 
properties, governments or individuals; royalties — a share in the profits of production; fair wages 
for employees and payments of taxes to local and federal authorities. Investors understand the 
desire of government to watch over natural resources, but are wary of regulations which may interfere 
with natural economic movements. Capital — the savings of the individual — is only forthcoming 
if a reward can be expected within a reasonable time. 


If denied this by excessive taxation, unreasonable regulations or poor management, capital 
will turn to another industry, another country. The freedom of capital to move is its greatest asset — 
confine this freedom, restrict or prolong its reward and capital will no longer be available. 


In summary, three petroleum industry aspects stand out: the first is competition within the 
industry 1 itself; the second is the heavy capital input; and the third is is s the | importance of exploration 
incentive. All three ar are essential to maximum development of oil resources. 
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lil. CRUDE OIL RESERVES, PRODUCIBILITY AND 
FACTORS AFFECTING FUTURE DEVELOPMENT 


The producing phase of the Canadian oil industry, including the exploration for, and the 
production of crude oil and natural gas, can be assessed at a given time in terms of current reserves, 
producibility and net cash flow. However, future reserve development, and continuity of supply to 
the market depends on continuing exploration which, in turn, depends on incentive . . . that is the 
prospect of profit from future discovery. 


_ Accordingly, future development of Canadian oil resources as a major energy source is not 
only a matter of the current position but even more important of the factors affecting future incentive. 


The following section considers these aspects with detailed supporting material including 
case studies, presented in the indicated appendices. 


It is first necessary to describe the “business system” in which exploration and development 
is conducted. The producing industry in Canada operates under certain competitive and legal 
concepts which can be summarized in four basic characteristics: 


I. Sound conservation practices are observed in the production of crude. These practices include 
“equitable share allowable” and “market demand proration.” 


II. As a practical matter, exclusive rights to explore with surface equipment cannot be obtained 
and surface exploration is freely done on a non-exclusive basis. 


III. Mineral rights are generally leased under a “drill-pay-or-quit” lease, the terms of which 
promote exploration, because: 
(a) An annual rental serves as an economic pressure to evaluate land by exploration. 


(b) Usually there is no obstacle to the division of the lease interests, any portion of 
which may be sold or traded. 


(c) Drilling must be started (and continued) if production is found in adjoining 
lands. 


IV. It is the present policy of provincial governments to grant leases by generally following a pattern 
of: 
(a) Granting an option (reservation) to lease half the acreage in a block of govern- 
ment land — provided certain exploration work is done. 


(b) Selling by sealed tender any part of the residue of subsurface rights from (a). 


(c) Granting leases whose terms promote exploration as briefly described in III. 


All of these characteristics have one thing in common — they promote rapid develop- 
ment and exploration by the industry, because they foster intense competition. It is inherent in this 
situation that the oil industry explores and develops considerably ahead of available market outlet. 
Individual reserves cannot be retained or development deferred as in the case of solid or non-migfatory 
minerals. 


With this background, we can consider the physical indices of reserves, producibility, and 
questions of producing economics: 
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RESERVES (Appendix A) 


The reserve estimates made by the Canadian Petroleum Association and Imperial Oil Limited 
for crude oil are summarized below; they are considered to be in good agreement. 


Canadian Petroleum Imperial Oil 
Association Limited 

(Billions of Barrels) 

Proved remaining - - - - - - - - 2.86 20 
Probable remaining- - - - - - - - 3.68 Sad. 
Possible 9524, oe =P ee ee en ae | D0. 27- 45 


PRODUCIBILITY (Appendix B) 


“Possible” reserves of oil will only be discovered and developed over an indefinite period of 
many years. Our primary concern is the rate of discovery and the producibility, or maximum 
efficient daily production, that might be available during the next five or six years. Estimates of 
producibility for this period have been developed, as shown in Appendix B, resulting in the following 
figures: 


(a) At the beginning of the year 1958, total Canadian crude oil producibility 
| amounted to 935,000 b/d. 
| (b) 
i 


By the beginning of the year 1960, total crude oil producibility might amount to 
about 1,050,000 b/d. 


(c) By the end of the year 1963, total crude oil producibility will range between 
1,350,000 and 1,550,000 b/d. 


x 


These figures in all cases include light, medium and heavy crude oil and it should be noted 
that up to 10 percent of these gross volumes could be in the medium, heavy, or “sour” classification 
which have more limited market possibilities than sweet light crude oil. 


Imperial’s submission to the Gordon Commission (prepared three years ago) predicted an 
industry producibility in excess of 1.3 million barrels a day for 1960, whereas the present forecast for 
1960 is just over 1 million barrels a day. While this difference may seem large, experience has shown 
that in this type of forecasting such variations can occur when looking ahead five years as in the case 
of our earlier estimate for 1960: however, the range and likely variation naturally narrows as the 
forecast date approaches. In Appendix B, the basis for the current estimate is given. It will be noted 
that many of the factors which are critical to the estimate are based on judgment and knowledge 
as of a given date. Generally speaking, independent estimates of the ability to produce crude oil from 
“existing” wells are usually in reasonably close agreement. The variation occurs in the estimate of 
future production from reserves that are yet to be discovered. In the shorter term, finding rate is 
dependent on past, rather than future exploration activity. Accordingly, the conclusion developed 
in Appendix B is that: 


(a) Between now and 1960, changes in the rate of exploration activity and the timing 
of large discoveries should not substantially affect this producibility forecast. 


(b) By the end of 1963, a producibility range of between 1.35 million barrels per day 
and 1.55 million barrels per day is indicated, after considering a variation in 
exploration activity ranging from 20 percent above to 20 percent below present 
level. These estimates could be affected by the incidence of large discoveries, 
although there is a considerable time lag between discovery and the full 
production impact of such large discoveries. 
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PRODUCING ECONOMICS AND PROFITABILITY (Appendix C) 


Net cash recovery or input of the overall producing industry at a given time is not a true 
reflection of profitability. The industry is a composite of many individuals and companies with 
widely different resources, positions and prospects. Gross rate of industry expenditure and cash input 
is determined mainly by future prospects and long range programs. Consequently, profitability and 
future cost/price relationships must be examined on the basis of unit values (dollars per barrel) which 
is the investors’ criterion of exploration incentive. 


We have estimated such figures, as shown in Appendix C, on the basis of industry averages 
and specific case studies which bring out the following points: 


(a) Current estimates of crude oil replacement costs and profitability in western 
Canada show that on average the producing industry is earning a return of 7-12 
percent. This rate must be considered a modest return on risk capital and no more 
than sufficient to attract new money at normal success ratios. 


(b) Future cost/price relationships which will determine incentive and consequently 
the basis for future exploration, are chiefly governed by: 


(1) Finding or acquisition costs which vary widely between producers; 


(11) Realization for crude oil at the wellhead which is affected by length of 
transportation to markets and competition at the point of sale. 


(c) Acquisition or finding costs may be expected to increase in Canada as the area 
matures. At the same time, Canadian crude is already at a 30/45¢/barrel dis- 
advantage in wellhead price versus U.S. and Venezuelan crudes due to the long 
overland distances to markets. 


(d) The further narrowing of cost/price relationships is a matter of serious concern 
in relation to the supply of equity capital (including retained earnings) which is 
the only source of risk capital for exploration. 


SUMMARY 


The major consideration in the development of Canadian crude oil resources is exploration 
incentive, which involves judgment as to prospectiveness and future cost/price relationships. The 
following should be recognized in assessing the Canadian industry situation: 


I. Exploration, to be effective on a large scale, must be reasonably continuous; it cannot be turned 
off or on, as in the case of many other minerals, because: 


(a) Specific exploration ventures, even in limited areas, usually require several years 
of work. 


(b) Very often, success, when it is achieved, comes from restudy and reinterpretation 
of work done in past years. 


(c) Despite great advances in geological and geophysical techniques, no positive oil- 
finding tool exists today. The only conclusive test is the drill. Only 20 percent of 
the exploratory wells drilled in western Canada have discovered commercial oil 
and gas reserves. 


II. For the reasons given above, oil producibility in the immediate future is a reflection of past, not 
current, exploration activity. 


III. Exploration in the long term future, on a sound, continuous basis, is dependent on profit 
incentive, the competitive system, the exploring force and favorable geology, all of which must 
be present. In western Canada today, only “incentive” need be discussed. 
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IV. Profit or incentive is primarily a price/cost relationship. In the producing industry, just as in any 
other business, this relationship is influenced by ups and downs in general price levels. In the 
western Canadian producing industry, there are three factors which merit special comment on 
this price/cost relationship: 


(a) Within the industry, profit incentive is not a conventional relationship of volume 
multiplied by unit of realization. The volumes are determined by proration; 
consequently, incremental increases or decreases in the total crude outlet do not 
accrue to one company in the same way as they do to another. 


(b) The western Canadian producer is realizing a price at the wellhead which is 30 to 

45 cents per barrel less than other Western Hemisphere crudes. This fact alone 

should be a real indication that any substantial sacrifice in realization would take 

away the exploration incentive. It is even more pertinent when it is looked at 

/\ along with the average industry profit margin estimates which currently appear 
to be little more than adequate to encourage continued exploration. 


(c) The cost of finding is probably increasing, although the rate of increase cannot be 
reasonably estimated from the limited information and the inherent annual 
variations. Thus long term future exploration incentives might be somewhat 
limited if judged on current realizations. 


Thus Imperial’s analysis indicates that the Canadian oil industry must carefully guard against 
any action that would permanently further depress crude oil realization relative to that in other 
areas. 


Of major importance in the profitability of the producing industry, and which cannot be 

covered in detail in this submission, are the present regulations in respect to depletion allowance. ‘This 

\ matter has been the subject of many representations to the federal government authorities by the 

\ Canadian Petroleum Association and individual companies over the past ten years, and complete 

| studies have been made available to the Department of Finance. In essence, the present depletion 

allowance regulations as interpreted by the government allow depletion after the deduction of total 

exploration costs, and this is a substantial penalty to the Canadian producer, as compared to 

producers of competitive crudes. In short, the U.S. depletion allowance, which is more favorable than 

that in Canada, is available to U.S. companies no matter where they are operating. Thus to the 

wellhead price disadvantage, which the Canadian producer presently suffers, must be added the net 
| effect of additional taxes. 
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IV. DEVELOPMENT OF CRUDE OIL MARKETS AND THE 
ECONOMICS OF NEW MARKET PENETRATION 


Prior sections of this submission have emphasized the importance of exploration incentive to 
the producing industry and this, of course, is affected by markets. The growth of the market for 
Canadian crude oil to its present expanse, extending some 2,600 miles from the Pacific coast to 
Toronto, is virtually a textbook case of market penetration by a new crude supply source. Since 
1947, refinery and transportation facilities have been created to market Canadian oil at a pace 
perhaps never equalled in the development of a new producing area. 


It is pertinent to examine this development, recognizing that no other land-locked producing 
area in the world has succeeded in extending its marketing area so far. The discovery of Leduc and 
then Redwater as major oil reserves established the prospectiveness of the western Canadian basin and 
almost immediately brought up the problem of finding markets beyond the local prairie 
requirements. 


The decision to move oil to Ontario, involving a substantial price reduction to the producer, 
was the major marketing step which established the present competitive area of Canadian oil. 
This decision and the creation of the Interprovincial Pipe Line system was only undertaken after full 
consideration of long range trends in world production and consumption. The creation of such 
a large system depended on guaranteed refinery demand and accompanying financial guarantees, 
plus access to future consuming areas within economic penetration of Alberta crude oil. 


Canadian crude oil reached its present orbit in the three stages outlined below. It should be 
noted that each step involved various long term commitments by individual companies; that the 
major crude price gamble was, and still is, the penetration of the Ontario market; that equitable 
sharing of the crude oil market, necessitated by conservation requirements, leaves an unequal 
burden on certain companies; and finally, that all these steps have followed a pattern of providing 
access for Canadian crude to markets with long term growth potential. 


In telling the story from Imperial’s standpoint, we apologize for not adequately dealing with 
the efforts and activities of others. However, first-hand information from one company’s files 
should be of value, and we feel that the record should be presented in further answer to the question 
discussed in our introduction as to the Canadian character of Imperial’s policies. As the record is 
traced, it will, we hope, be evident that where Imperial has had confidence in the long-range 
soundness of a market for Canadian crude it has not hesitated to assume great financial risks and 
has repeatedly backed out imports of oil purchased from affliated companies as the opportunity 
to use Canadian oil has expanded. These steps have been taken despite the fact that to an increasing 
degree the Canadian crude oil has come largely from the wells of the many other producers active 
in western Canada. 


HISTORY OF WESTERN CANADIAN CRUDE MARKET DEVELOPMENTS 
Prairie Market 


The first phase of a major program to expand the markets for Canadian crude oil following 
the discovery of the Leduc field was the saturation of the prairie provinces market. 


From self-sufficiency during the years when Turner Valley was most productive, the prairie 
area had become increasingly a deficiency region from about 1940. The prairie market during the 
year 1947, when the Leduc field was discovered, required imports of 20,100 barrels per day of crude 
oil to augment the local production of 19,500 barrels per day. It also required the import of 2,000 
barrels per day of products from United States and shipment of 10,800 barrels per day of products 
from eastern Canada. The prairie supply problem at that time was one of major economic significance 
for consumers as well as the oil industry. 
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The first step in utilizing the new production of the Leduc and other fields in the Edmonton 
area, of course, was to displace imported crude oil at the Calgary, Regina and Moose Jaw refineries. 
The production was in great demand by all the local refineries to back out expensive imports and 
no sales initiative was required by the producers. It was essential to install quickly adequate field 
gathering and tank car loading facilities. Imperial Pipe Line Company undertook the initial task 
with despatch investing $5:4 millions by 1950, a figure which has since been almost doubled. 


The speed with which Alberta production backed out prairie crude oil imports and supplied 
expanding refinery capacity is illustrated by the following table: 


1947 1948 1949 1950 Hoke 
(thousands of barrels per day) 
Prairie refinery runs: 


Wanadimancride 9) er ore 100 O10 54.6 71.8 151.3 

GUSkcridea 6h avec dec bce ae ee 14.0 Do 6 oo 
Totalgcrudeinuns. 9-9 2 ee Gi a 45.8 57.1 72.4 151.3 
Products from U.S. and eastern Canada- - 12.8 11.9 14.6 8.0 4.0 


The foregoing table also indicates the second phase of saturating the prairie market which 
was to displace product shipments into the area from the United States and eastern Canada. By 
1950 new refining capacity, built for this purpose, raised crude requirements by 33,800 barrels 
per day. The growth of the local market was so great, however, that it exceeded local refinery supplies 
by 8,000 barrels per day of products in 1950. There is now ample refining capacity to meet the 
current prairie demand of 145,000 barrels per day. The 1957 imports are mostly aviation gasoline 
and specialty products not available from local refinery production. 


This prairie refinery expansion program was a major industry undertaking involving capital 
expenditures since the discovery of the Leduc field of between $180 and $200 millions. Imperial’s 
part in this program involved building new refineries in rapid sequence at Edmonton and Winnipeg, 
and expanding materially the capacity of the Regina refinery. 


The most dramatic step was the movement of the war-built Whitehorse refinery down the 
Alaskan Highway for re-erection at Edmonton. The initial cost of this plant was $11.7 millions. 
It was soon expanded and now has a capacity of 28,500 barrels per day, representing a capital 
investment of $34.5 millions. 


The Winnipeg refinery made a major contribution toward expanding the market for Alberta 
crude. It displaced the movement of Ontario products into eastern Manitoba. This plant cost 
initially $9.9 millions and has been subsequently increased to a total capital investment of $15.3 
millions. Additional capital expenditures of $12.4 millions have been made at Regina and $17.4 
millions committed at Calgary since the Leduc discovery. 


Imperial also leased the old North Star refinery at Winnipeg and financed the $300,000 
cost of adding to its capacity pending the completion of its Winnipeg refinery. Imperial undertook 
a firm crude oil commitment to provide the supply assurance required to justify the building 
of a new refinery at Edmonton by McColl-Frontenac, even though crude reserves were not then 
proven to support this commitment. All this added refinery capacity resulted in more residual © 
fuel production than the market could accommodate. To cope with this situation, Imperial undertook 
to bear a substantial part of the railways’ cost of converting coal-burning locomotives and a major 
locomotive conversion project was carried out. 


The saturation of the prairies could not have been accomplished without a pipe line eastward. 
As an initial stage and in a time of acute shortage of pipe rolling capacity, plans had been made 
to start the line eastward as far as Regina. On the basis of a firm order for the maximum diameter 
pipe that could be rolled at Welland at that time, a new pipe mill was constructed and 16-inch 
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diameter pipe produced. With the later decision to carry the line to the Great Lakes, this pipe was 
installed east of Regina as far as the United States border. 


Ontario Market 


The Interprovincial Pipe Line Company’s project to reach the Ontario market was made 
feasible by Imperial assuming substantial financial obligations. Imperial had to guarantee by 
throughput and deficiency agreements both the interest and principal on the original debenture 
and bond issues totalling $89 millions. In addition, at the specific request of the financing group, 
Imperial subscribed to one-third of the common shares and convertible debentures originally issued 
by Interprovincial. Subsequently it contributed the same proportion of the additional funds raised 
by equity financing in 1953. In all cases, Imperial paid the same price as the public. Imperial’s 
total direct investment amount to $14.6 millions in addition to the underlying guarantees. 


Imperial also built three large lake tankers designed exclusively for this trade. Two were 
financed by bond issues of $8 millions guaranteed by Imperial and the other by a cash investment 
of $4.2 millions. 


In order to promote the use of Alberta crude by other refiners in Ontario, Imperial entered 
a 5-year contract with British American Oil Company to supply 3 million barrels of Leduc crude 
oil annually for delivery to its Clarkson refinery. The commitment was required to justify the 
construction by British American of a large lake tanker to carry the oil from Superior, Wisconsin, to 
Clarkson and required Imperial’s guarantee of crude priced low enough to compete with Illinois 
crude from Toledo. Imperial also made a 10-year commitment to supply 15,000 barrels per day of 
Redwater oil to Canadian Oil Companies Limited at a delivered cost competitive with Illinois oil 
at Sarnia, the main purpose of the contract being to enable Canadian Oil to build a new refinery 
to use Alberta crude rather than imported crude oil. 


In order to curtail the use of imported crude oil purchased from Imperial’s affiliates for 
delivery at Sarnia, it was necessary to construct a large tank farm at Sarnia to accumulate supplies 
for the closed navigation period. The new tankage and dock facilities at Sarnia cost $6 millions. 
Much higher investments for tankage and additional tankers were scheduled when, toward the 
end of 1952, the rapid growth of crude reserves resulted in a reappraisal of the tanker program. 
As a result, it was decided to halt the tanker and tankage construction program and, instead, arrange 
with Interprovincial to extend its line from Superior to Sarnia in order to bridge the water gap 
on a year round basis. 


The growth of the Ontario market and the extent of its supply from Canadian crude are 
indicated in the following summary: 


Crude Oil Runs at Ontario Refineries 
(thousands of barrels per day) 


Imports Canadian Total 
1950) te . earns, o 68.7 
1951 eco see See Be! 30.0 13a 
195 2a teeta ae eS 47.6 64.9 
LOS 3 Aes eae tee Ben OU dace 103.5 
1954 - - - - - 24.1 73 iG Ne 
195 De =e chee ue ase 20.0 107.0 133.6 
[OD 006 eee 28 Lol Lode 2 
VO5 7 ns ele eB). 158.8 


In addition to cutting Ontario crude imports by 47,000 barrels per day since 1950, the runs of 
Canadian crude have grown by an additional 90,000 barrels per day due to the installation of 
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new refinery capacity. Imperial’s investment in additions and improvements at its Sarnia refinery 
since 1950 totals $51.8 millions exclusive of tanks and docks for crude oil. 


The extension in 1951 of the market for Alberta crude to Ontario had important economic 
significance for western producers and consumers. Once the throughput guarantees were made and 
the facilities installed, the prairie production was permanently committed to a price that would 
meet whatever competitive forces were encountered in the Ontario market regardless of more 
attractive markets that might develop elsewhere. 


This basic fact resulted in a prairie crude price structure much lower than would have applied 
had the market not been extended beyond the prairie provinces. Thus, the Leduc crude price drop 
e ° _ ae oe 
on reaching Ontario was 44 cents per barrel. IRC aa re 


ete 
eel 


United States Markets 


The construction of the Interprovincial line to the lakehead and its subsequent extension 
- through Michigan, provided an economic basis for extensive selling efforts and negotiations to promote 
the use of Canadian crude oil along the pipe line route in the United States. 


Imperial entered long term supply contracts with Lake Superior Refining Company and 
International Refineries, as a result of which their respective refineries at Superior, Wisconsin, and 
Wrenshall, Minnesota, were constructed. Later, as a result of discovery in Saskatchewan of crude 
oil of a quality not readily marketable in Canada, a pipe line was built by others in the industry from 
Clearbrook, Minnesota, on the Interprovincial line to supply a new refinery at St. Paul, Minnesota, 
designed specifically for the use of this type of Saskatchewan oil. The completion of this line made it 
possible for any grade of Canadian crude carried in the Interprovincial system to be delivered to 
St. Paul refineries. The growth of the export market in these areas is shown in the following table: 


Exports to Central United States Refineries 
(thousands of barrels per day) 


Michigan Lakehead St. Paul Total 
OSes aes “ics seep! OG ga ee, $e ih AS, 
LO Rie foe Diese Vo) Meee Fis Tae. apa ot ond 
POD Sako) ea ans Ge — Foe haces eee ae 6.0 er 6.0 
Oe ae ts A eee, a0) or 3.0 
Fg) we es a ee, fick! tel 15.0 
LADO) = ee ee AT Loe 26.7 46.8 
105 /> -- Pe Sp S- - PRP EE  £F5 12.9 SA2 56.6 


Pacific Coast Market 


Even before the extension of the Interprovincial line to Sarnia, it was recognized that with 
Alberta oil priced to be competitive with imports in Ontario, there was a sound basis for believing it to 
be economically attractive to refineries in the B.C. and Puget Sound area. A number of large oil 
companies interested in such a proposal jointly studied it over a period of several months in 1950-51. 
At the concluding meeting, considerable reluctance to proceed with such a risky venture was expressed 
but Imperial decided it would support a pipe line from Edmonton to Vancouver even if none of the 
other companies were interested. 


Subsequently, several other companies agreed to support the venture and Trans Mountain Oil 
Pipe Line Company proceeded with the line. Imperial subscribed to 824 percent of the common 
shares issued, investing $1.3 millions at the public price. The bulk of the funds to build the line was 
raised by First Mortgage Bonds secured by deficiency agreements of the few large companies 
sponsoring the venture. A total of $65 millions was raised by a bond issue in 1952 of which 54.178 
percent was guaranteed by Imperial. Later, borrowings were increased to $101 millions, of which 
Imperial’s deficiency agreement covers over $41 millions. 
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The forecast demand of the British Columbia market was just about sufficient at the originally 
contemplated tariff of 60 cents per barrel to service the debt incurred to finance the pipe line. For 
this throughput to materialize, however, required a major expansion and modernization of the 
industry’s three Vancouver refineries to back out the substantial imports of petroleum products 
needed by the growing market. In Imperial’s case the projects at Ioco involved capital expenditures 
of $21.4 millions since 1951. 


It was hoped, however, that as in the case of the Interprovincial line at the lakehead, the 
construction of the Trans Mountain system would attract new refinery capacity, this time in the 
Puget Sound area to take over a portion of the substantial market in the Pacific north west, then 
supplied by products from California. General Petroleum, Shell and United States Refining 
Company built refineries there and Texas Company has a new plant under construction. 


When the General Petroleum refinery was completed, it was learned that it was to operate 
in large part on Venezuelan crude. In order to secure a continuing outlet for Alberta crude oil, 
Imperial negotiated agreements with General Petroleum and Socony Mobil under which Imperial 
purchases 11,500 barrels per day of Venezuelan crude from Socony for shipment to Montreal or 
Halifax, and General Petroleum Company buys a like volume of Alberta crude for shipment to 
Ferndale. This agreement is still in effect. 


The outlet to the west coast in early 1957 exceeded all previous forecasts as a result of the 
disruption of normal transportation routes caused by the closure of the Suez Canal. The reopening of 
the Canal and distress tanker rates have been equally disturbing in the opposite direction and the 
current market for Alberta crude on the west coast is depressed. The historic development of this 
market is illustrated in the following table: 


Deliveries of Alberta Crude to West Coast Market 
(thousands of barrels per day) 


Vancouver Puget Sound Tankers Offshore Total 


1953 aD a eee Js ve se 730 
1954 - = = eee 36.3 aol ae 40.4 
1955 ares Bap = we ee) im ear, 30.9 ae 83.6 
1956 i ae ee Oe 2:5 Ey 125.4 
1957 ve) ee eee Cane oS 74.2 19.6 159.2 


PRINCIPLES OF MARKETING DEVELOPMENT AND EXPANSION 


The expansion of markets for Canadian crude which we have been discussing illustrates the 
basic principle that on the competitive battlefield of crude markets the advantage of a given source 
varies directly with the relative length of the lines of supply of competitive sources compared with the 
length of its own lines of supply to the market. This means that the price in the fringe market less 
transportation to the market establishes the price at the wellhead. 


Therefore, the incentive for market expansion for western Canadian crude oil, as well as the 
incentive for exploration and development, depends in substantial measure on the extent to which 
our transportation network is competitive with those of alternate supply sources. As a simplified 
method of bringing out the relative advantages and disadvantages of various markets for Canadian 
crude, it is interesting to review the basic distances involved between supply sources and markets. 
Individual cases may in practice be modified by the specific transportation facilities available or by 
short-term variations in items such as tanker rates, but in general the basic conclusions as to the 
relative attractiveness of various markets will not be affected. 


In the interior part of the North American continent the competition which Canadian crude 
meets is from United States crude oil. 
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TABLE | 


Distance Factors 
Internal Continental Crude Oil Markets for Canadian Crude 


Distance in Miles from: Canadian Crude 
Market Edmonton U.S. Mid-Continent* Advantage Disadvantage 
(Drumright, Okla.) 

Edmonton e = (=) > &)) ==): o= Siete 1,600 1,600 

Regina - - - - - - 440 1,160 720 eh 
Lakehead - - - - -_ 1,100 ASC ee 355 
Sarnia - - - - - - 1,740 SO oP arene 850 
Chicagd). pees et fe ere G0 eerie mt 816 
Toledo - - - - - - 1,630 1ODCIDS. 7, Boece: 845 


Table I shows the relative distances from representative competitive crude sources in western 
Canada and the United States to these interior continental markets. The reason for successive price 
reductions in Canadian crude as the market has expanded farther east is readily apparent from these 
relative distances. The disadvantage for Canadian crude in the fringe market of Ontario is reflected 
in the lower price obtained at the well for Canadian crude as compared with competitive United 
States crude. 


When markets accessible to crude oil moved by ocean tanker are considered, a different 
competitive basis is involved. Here the competition to be met is that of the low cost off-shore crude 
from Venezuela and the Middle East. (The higher priced United States crude oil no longer 
represents the competition which must be met in these areas. ) 


In Table II the equivalent relative distances from these various sources to certain seaboard 
markets is shown. Since some of the distances are overland and some are by sea, it has been necessary 
to convert the mileages to equivalent distances for comparison. For equal distances, pipe line trans- 
portation via large diameter pipe lines costs two to three times as much as transportation by super 
tanker. For purposes of this comparison the tanker miles have been divided by the minimum factor 
of two in expressing the total distances in equivalent pipe line miles. 


TABLE Il 


Equivalent Distance Factors 
Seaboard Continental Crude Oil Markets for Canadian Crude 
(In Equivalent 


Distances in Miles Pipeline Miles) 
Total Equivalent Canadian Crude 
Pipeline Tanker Pipeline Miles Advantage Disadvantage 
Puget Sound Market 
From Edmonton- - - - SAUCE es ste L0O EA) |. SP Sel eee 
Venezuela -  - 9 = = ceceees 5,000 2,500 1,800.0" (yeas 
Persian Gulf - - - we. 10,800 5,400 4/008 See e 
San Francisco Market 
From Edmonton- - - - 700 800 ELOOS > S238 5 eee 
Venezuela -  - =) = ascceeee 4,200 2,100 1,000) 7 9) Feeaees 
Persian Gulf - - - wee 11,100 5,550 4450° ~~ ieee 
Montreal Market 
From Edmonton- - - - 2,300 ©... 22000 = aud ee ae 
Venezuela - - - - 200 2,000 19200 3 1,100 
Persian Gulf - - - wae. 8,300 4,150 L850 6 eee 


*United States Mid-Continent taken as representative, since other crudes such as Illinois normally bear a relation 
in price reflecting the differences in distances involved. 
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It will be noted that on the west coast Canadian oil has a marked transportation advantage. 

Middle East crude, however, because of its lower well price remains competitive in these areas. On 

the eastern seaboard, as exemplified by Montreal, Canadian oil has lost most of its transportation 

/ advantage against Middle East crude and is at an actual disadvantage compared with Venezuelan 

crude. The significance of these figures is that they demonstrate that Canadian crude’s competitive 

positian is relatively speaking better by two to three thousand miles on the west coast than at Montreal. 

In other words, competing against the same crudes, western Canadian oil is much better fitted by 
basic location to fight for the market on the western rather than the eastern seaboard. 


— 


The distance figures in the above tables are merely a simplified manner of bringing out the 
competitive position of Canadian crude in certain markets and the reason why it is generally accepted 
that the interior continental and west coast markets are preferred outlets for Canadian crude oil as 
compared to the Montreal market. 


cae AIO CC 


How these considerations and the several programs of expansion which have resulted from 
them have worked out in practice is illustrated in the insert charts which follow. Chart 1 summarizes 
the build-up over the years since the discovery of Leduc of the various segments accounting for the 
_ total Canadian crude market. Chart 2 shows a further breakdown of the data for the past few years 
, so as to bring out the quarterly variations from the annual averages. 
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V. THE CURRENT DECLINE IN CRUDE OIL MARKET 


During 1957 production of crude petroleum in Canada suffered an interruption of its long 
term growth trend. This trend, which showed substantial year-to-year production increases since the 
discovery at Leduc in 1947, and registered a 6 percent increase for 1957 over the previous year, had 
turned downward by the third quarter of last year. Indications are that these lower producing rates 
are continuing in the early months of 1958. There are a number of reasons for this current slump. 


Petroleum today supplies approximately 50 percent of Canada’s energy needs. It provides 
the motive power for three-quarters of our entire transportation facilities, fuel for about 40 percent 
of our residential and commercial heating and a similar percentage of the total energy required for 
industrial and other purposes. With the increasing use of petroleum in our economy it is natural that 
cyclical business trends influence the demand for petroleum products. Thus the downward adjust- 
ment in Canadian business activity, which began in the summer of 1957, was reflected in petroleum 
requirements. 


Petroleum was not alone in this decline. An analysis of various business indicators reveals a 
similar, and in some cases a more pronounced, decline in economic activity. 


Business Indicators, By Quarters 
Percentage Increase or Decrease, 1957 — Over Similar Periods — 1956 


Ist Quar. 2nd Quar. 3rd Quar. 4th Quar. 

Index of Ind. Prod.- - - - +4.9 +1.5 —1.5 —4.9 

Durable Goods - - - - +4.8 —4.1 —8.0 —10.3 
mteel ie ee iw ew +7.2 —2.0 —4,7 —19.9 
Ratlway (Carloadings) - -~ - —5.6 —9.9 —8.3 —9.2 
Motor Vehicles- - - - - +189 —19.4 —18.5 —29.6 
Newsprint - - - - - - +3.8 +3.4 —1.3 —10.1 
Lumber - = = = = =e 14,1 —6.0 —13.8 —15.3 
Crude Production - - - - +15.0 +27.8 +3.3 —16.7 


These recessionary influences affected in some degree the demand for petroleum products and in turn 
production of petroleum in Canada during the latter part of 1957. 


Secondly, it became clear late in 1957 that petroleum product inventories had reached an 
unsatisfactorily high level. Inventories maintained a satisfactory relationship with product demand 
during 1955 and the first half of 1956. However, during the last half of that year product inventories 
increased more sharply than demand. This state of higher than normal inventories in relation to 
demand continued through much of 1957. When it became apparent that demand was declining, 
liquidation of surplus inventories became a necessity. This reduction of inventories was reflected in 
lower crude running at refineries and lower crude petroleum requirements. An analysis of this 
problem indicates a continuation of inventory liquidation during the early months of 1958. However, 
once this has been accomplished to the satisfaction of the individual refiner, refinery runs will again 
bear a more direct relationship to product demand. 


Weather has a direct influence on the demand for Canadian crude. In recent years there has 
been a sharp shift to automatic heating with oil in Canada. Oil has provided the source of heat for 
virtually all of this growth because of the unavailability of gas in many metropolitan areas. Heating 
oil demand is related to the weather, to new housing construction, and to the conversion to oil from 
other fuels. During 1957 the weather in Canada was 6 percent warmer than the year previous and 
4 percent warmer than normal. More important, in the heating season September, 1957 through 
March, 1958, the weather was 5.6 percent warmer than last year and 8.1 percent warmer than 
normal. This warmex weather had an unfavorable influence on the demand for Canadian crude. 
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With the introduction of natural gas in many of our metropolitan centres oil is now facing 
new competition in the home heating and industrial markets. 


These then are the principal domestic factors which have influenced the demand for crude 
petroleum in Canada during the past few months. To a large extent they are beyond the control of 
the petroleum industry. 


There is one additional factor that is affecting the demand for petroleum during this Spring. 
Refineries require periodic shut-downs for maintenance inspection and repair, to provide continuing 
efficient and safe operation. These periods are called “refinery turnarounds” and usually occur every 
12 to 18 months. They last about a month to six weeks. During these turnarounds no crude oil is 
processed and thus the purchasing of crude oil is reduced. The indicated scheduling of refinery turn- 
arounds in many areas of Canada this Spring will adversely affect crude production. However, this 
could speed inventory corrections, so that subsequent crude processing would offset this temporary 
decline. 


Some of the factors which affected the domestic demand for Canadian crude.also affected the 
external markets for Canadian crude in the mid-west and Pacific north west area of the United States. 
The business recession in the United States reduced petroleum product requirements to the extent that 
there was no growth in United States domestic demand last year. Inventories which had been carried 
in anticipation of a continuing high market demand suddenly became excessive, necessitating 
liquidation. The inventory problem was further complicated by excessive stocks which had been built 
up in many areas during and after the Suez crisis. 


As soon as the Suez crisis was settled, normal supply lines were restored but before supplies 
could be fully adjusted United States Gulf coast refiners were left with excessive inventories of product. 
Warmer weather in the winter season of 1956/57 in the eastern United States further added to the 
problem. With a reduced demand in that country, high inventories continued and United States crude 
production declined. The sharp drop in ocean tanker rates which followed Suez made it possible for 
low cost foreign crude to move in increasing quantities into United States coastal markets and replace 
to some degree United States crudes, thereby further shutting in United States production. The 
combination of these factors resulted in the establishment of voluntary import quotas on foreign crude 
moving into the United States, first into the eastern part of the country and later into the west coast. 
The same inventory and market factors which led to the establishment of crude import quotas in the 
United States have contributed to a decline in the current Canadian crude requirements of United 
States refiners. Because of these overriding market considerations, demand for Canadian crude has 
so far been insufficient to be limited by import quotas. 


During the Suez crisis Canadian crude production was temporarily inflated by the movement 
of Canadian crude to the California market. This was made economic by the shortage of ocean tankers 
at that time and the resultant high tanker rates. When the Suez crisis was settled ocean freight rates 
declined sharply and, coupled with surplus low cost foreign crude, made Canadian crude no longer 
attractive to refiners in the California market. 


Thus the decline in Canadian crude production during the latter part of 1957 and early 1958 
was due to a number of factors many of which were prevalent worldwide. 


It was not, as some have suggested, due to increasing imports of foreign crude petroleum and 
products into Canada i in 1957. Crude imports into eastern Canada totalled 306,000 barrels per r day 
last year, an increase of 14,000 barrels per day over the previous year, or Rontoauitcly 5 percent. 
This was about equivalent to the total increase in domestic demand for petroleum products during 
the year and was due in some degree to increased crude requirements for the expanded Halifax 
refinery to replace product imports. Thus, this increase was offset to some extent by a decline in 
product imports of 4,000 barrels per day during 1957, to a level of 95,000 barrels per day. Some of 
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these product imports are necessary for two reasons. They are required to supply products of a kind 
not manufactured in Canada. Secondly, since heating oil demand in relation to gasoline demand is 
greater in some areas than can be produced from crude processing, it is necessary in these areas to 
import middle distillates and heavy fuels. 


In summary, an unfortunate combination of circumstances, all acting in the same direction, 
have brought the current production of Canadian crude to an abnormally low level. Many of these 
factors are not basic but cyclical and random in nature, and thus temporary in their effect. 


23 


_ "i Vy va oO 
¥ ¢ _ 
7” : a Ve 


un 


“ft ae sonal viagseee testupo sa o 
2! bxwerl soiloang of antelts a ; teense i: 


| at meme yaod al (ieeaer = aa satsung 3 ph DiS 


oe 


woudl seme oa of sith lis eacneterosie to. oleaiaeiocdh 
odd Teo ads ia ook vilewnrwneds wa ot aba ay aeathasnt. ne 
souls shoe al HeKoapyel roel) Fite vr Aa eect 


+ 


+ 


ina ip ro i? 
ed 


-) ' 


= n >» J) 
rE =! o 
me ol « 


ele ees ee 
Pia ae 


Vi. FUTURE MARKET ALTERNATIVES 


While the explanation of the current slump in western Canadian crude production may be 
interesting, it is to the future we should turn our attention. In considering alternate routes which 
might be followed for future Canadian crude markets, it should be recognized that in such a fluid 
and rapidly changing industry no course is without its risks and uncertainties. However, there are 
certain tests which a satisfactory proposal should meet so far as possible: 


(a) Preserve a reasonable incentive for exploration. 


(b) Preserve flexibility to secure the economically most advantageous markets in the 
long run. 


(c) Avoid imposing long term disadvantages on particular sectors of the economy or 
the consumer. 


(d) Avoid insofar as possible artificial supports or controls which could tend to undue 
increase or rigidity in government controls. 


With such tests in mind, we should like to consider three alternative approaches to the future market 
problem: * 


l 1. A minimum or “do nothing” approach. 

| 2. A maximum or “all out” method involving construction of major pipe line facilities 
\ to Montreal. 

| 3. An intermediate route involving positive efforts, short of a pipe line to Montreal. 


(ain sili 


Minimum Case 


The first of these routes can be dealt with very briefly. What is involved here my be summed 
up as awaiting the end of the current cyclical dip and depending thereafter on normal growth in 
the markets already supplied with Canadian crude. Assuming the business recession will have run 
its course in 1958 we believe that a reasonable estimate of the demand for Canadian crude in this 
case would be approximately as follows: 


Domestic Export Total 
1957 - -  - = 350,000 150,000 500,000 barrels per day 
1958 ~~ =, - $70,000 94,000 464,000 
1959 “atop, 409,000 125,000 534,000 
1960 - - - - 434,000 146,000 580,000 
1961 - - - = 463,000 163,000 626,000 
1962 - - - -- 492,000 180,000 672,000 


The domestic requirements are assumed to return to the normal trend growth, with the increases in 
domestic demand from British Columbia to Ontario covered with Canadian crude. The export 
estimates assume that with return to normal demand, United States refiners using Canadian crude 
will fully utilize their import quotas and that these quotas will be adjusted thereafter to meet the 
normal growth in United States market demand. 


*Our estimates of possible market volumes under these several cases cover the coming critical five years only, since the 
long run adequacy of markets is little questioned. 
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While the above estimated requirements represent an appreciable improvement on the 
present depressed condition, they do not increase as rapidly as would appear desirable, particularly 
in the early part of the period. 


The Montreal Case 


From the standpoint of volume of market outlet for Canadian crude, the advantages of 
supplying the Montreal market are obvious. Assuming that the major pipe line construction to supply 
Montreal would be in operation in 1961, it is estimated that the market for Canadian crude might 
be about as follows: 


Domestic Export Total 
(barrels per day) 
10D) = ee ee se £350,000 150,000 500,000 
1958 - - - - - 370,000 94,000 464,000 
W959 = oes he le 409,000 125,000 , 934,000 
1960 = = 4 ess 434,000 146,000 580,000 
196 lees 20 Wegere. 7. 736,000 113,000 849,000 
1962 - - - - - 776,000 130,000 906,000 


In other words, in 1961 and 1962 there would be a net increase over the “minimum” case previously 
discussed as follows: 


1961 1962 
Increase in eastern Canada 
Montreal ste ee eee oe 252,000 263,000 
Ontario - - - - - =- - 21,000 21,000 
Decrease in west coast export - - - -—950,000 —50,000 
Net Increase- - - - - - 234,000 


223,000 


The Ontario and Montreal refineries would be fully covered with Canadian crude except for a 
small volume of “specialty” type and balancing foreign crude. However, throwing large volumes of 
foreign crude back on the world market would undoubtedly create strong pressures to find a home 
for this oil elsewhere with the result that Canadian crude oil’s position in the west coast export market 
could be seriously undermined. In other words, the necessity of securing outlet would undoubtedly 
force some of this displaced crude oil into Puget Sound. Therefore, the above estimates allow for the 
loss of a major portion of the United States Puget Sound market in 1961 and 1962. 


Placing the Montreal market on Canadian crude oil would raise difficult problems, funda- 
mentally economic and long-range in nature. What the precise competitive position of Canadian crude 
vis-a-vis Venezuelan or Middle East crude might be at the time of the completion of pipe line 
facilities or at various times thereafter is impossible to predict. Perhaps the best that can be done is 
to consider relative prices as they exist today and speculate with respect to what future trends may 
bring. 


The positions of the several individual Montreal refiners in utilizing Canadian crude would 
undoubtedly vary. However, we estimate that if today there were a large efficient pipe line from 
western Canada to Montreal the disadvantage to Imperial Oil Limited’s refinery in utilizing Canadian 
versus imported crude would be at least 25 cents per barrel as shown in the table following. 
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Comparison of Current Price for Imported Crude with Theoretical 


Price for Canadian Crude at Montreal 


Redwater Crude — 35° Guanipa Crude — 31° 


(a) ChargesinU.S.$ 


OB DOstCG. PliCe ete keg ok ae Me i ent = 2.800 
Tanker rate (USMC — 45%) et ie foe we I 226 
Outturnandterminalling- - - - - - - 035 
Pipeline allowance - - - - - - - - O15 
Pipeline tariff — U.S. funds portion - - - - 0.270 .060 
Subtotal— U.S. funds - - - - - - 0.270 3.136 
Canadian equivalent @ $1 U.S. = $0.97 Canadian- 0.262 3.042 
(b) Charges in Canadian $ 
Wrellheadiit-hut <t2 > pace he see ecweeees ie oe 2560 
Gathering and other charges to Edmonton- -_ - .083 
Pipeune allowance) Fase 8 ie oe e 026 
Pipeline tariff — Edmonton to Montreal — 
Canadian funds portion - - - - - - 330 0.030 
Subtotal! Wie bicy eet ea maeeiot Seed SG 2999 3.072 
Total equivalent Canadian$ - - - - - - - - 3.261 Siz 
EVO smmroreqUiValenU quality fo) = ea Phe ere ee ee fl ees 
Add charge for idle Portland/ Montreal Pipeline and terminal - .07 
Add interest on added inventory intransit - - - - - Ol 
Comparative Net Costs - - - - - - - - 3,34 Oh 


The major concern, however, centers on the strong probability that the disadvantage might widen 
markedly during the 30-year period required to depreciate the pipe line. Aside from the fact that 
the foreign crude price situation is shaky today, the longer term concern stems from certain basic 
factors of competitive disadvantage. 


i 


First of these is the size of foreign crude oil reserves already proved (no additional 
finding cost required). Proved reserves outside continental North America and the 
Soviet area today stand at 198.5 billion barrels, equivalent to 73 times last year’s 
rate of production. By comparison Carfiadian proved reserves of 2.75 billion barrels 
are equivalent to 15 times 1957 production. Future increases in finding costs are 
likely, therefore, to affect Canadian costs more than those in the prolific foreign 
areas. (For purposes of comparison, United States proved reserves of 33.5 billion 
barrels were 13 times 1957 production. ) 


Development and lifting costs are comparatively very low in many foreign areas 
due to the high productivity of individual wells. Canadian wells at full efficient 
productive rates average about 77 barrels per day per well. However, the 
Venezuelan average is about 250 barrels per day per well and that in the Middle 
East a striking 4,400 barrels per day per well. (Again for comparison, United 
States wells at full efficient rates average about 17 barrels per day per well. ) 


Because of his lower costs the foreign producer generally starts today with a 
relatively wider profit margin available for competitive action. In addition, his 
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incentive to sell his own production is greater than that of the pro-rated producer 
who must purchase a considerable number of barrels from others for each 
additional barrel of his own production. 


With the basic economic disadvantages to Canadian crude oil in the Montreal market, the 
question must, therefore, be asked as to who will pay the bill to make it (and more importantly — 
keep it) competitive in price with imports into Montreal. Let us consider the problems of the 
producer, the refiner and the pipeliner. 


Problems of the Producer 


Under normal circumstances, the producer, who stands to gain additional market outlet, 
would assume the cost involved in lowering his price to meet that of the competition. His ability and 
interest in doing so would, of course, vary directly with the percentage increase in net outlet which 
he would secure and inversely with the percentage reductions in price and per barrel profits which 
he would have to assume. In committing himself to a long-term reduction in price he would be 
writing down to this extent the value of his existing and future reserves. On the other hand, from a 
present worth standpoint there would be the advantage of earlier realization on such reserves. In 
determining whether the price reduction would in the long run be worthwhile, careful consideration 
would have to be given to factors such as future replacement costs and to the tendency over the years 
for the proposed Montreal outlet to represent a declining factor in the total expanded Canadian crude 
outlet of the future. 


The impact of price versus volume on individual producers in western Canada will vary 
greatly since the extent to which added market means added production varies widely. Based on the 
current situation, volume of production in Saskatchewan and Manitoba fields would be little 
affected since where quality permits they are normally allowed to produce at potential. For Alberta, 
a study we have made of February, 1958, data indicates the following: 


Fields Wells a 
Fields on economic allowance and on total MPR - -~ - 70 pe mie Oe 
Fields being prorated - - - - - - - = - ae 4943" © 

122 7,320 


The 52 prorated fields would gain volume from new market penetration but more than 95 percent 
of the increased volume would come from 14 of these fields. This concentration of shut-in capacity in 
a relatively few fields would result in relatively few companies securing most of any increased 
production. Our February study would indicate that at that time some 95 percent of any increase in 
volume of production would accrue to 28 of the approximately 220 companies owning production in 
western Canada. From these figures it may, therefore, be concluded that any price reduction would 
represent a net loss to many producers, and that to a much smaller number revenue from increased 
volume would compensate in markedly varying degrees. At this point, it seems worth repeating that 
the Canadian producer is already realizing a price at the wellhead appreciably less than other 
Western Hemisphere crudes and any substantial sacrifice in such realization would take away the 
exploration incentive. 


The total volume of oil committed to the Montreal market over the 30-year life of a pipe line 
would be roughly equal to the total of today’s proved reserves. With a reasonable prospect that over 
the years nearer and more attractive markets for western Canadian oil would sharply increase, 
there would appear to be a grave risk in being committed to a more distant market regardless of the 
price it might bring to the total production. 


Thus, in general, it would not appear that the producer could afford to take an open-end 
commitment for himself or future new producers to supply the Montreal market for 30 years at the 
risk of whatever lower price might be required to be competitive in that market. 
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Problems of the Refiner 


The cost of crude oil represents the Montreal refiner’s major item of expense. He cannot, 
therefore, sacrifice the flexibility of competitive sources of supply and risk a long term commitment 
without assurance of price protection to the extent needed against competitive sources of crude oil 
or refined products. 


As a basic corollary of our competitive system, a refiner confronted with added costs has but 
two alternatives: 


1. Recoup such added costs in the long run in higher prices than would otherwise 
prevail. 


2. Fail to recover his fixed charges and gradually go out of business if other refiners 
or product importers have lower costs permitting them to set lower competitive 
prices. 


Suggestions have been made that Montreal refiners might absorb a higher cost of Canadian 
crude oil up to the extent of the existing duty protection on refined products. In order to foster 
secondary industry, the present duty structure provides the Canadian refiner with duty protection 
equivalent to roughly 1 cent per gallon of crude. It should be recognized that: 


1. There are a number of factors generally characteristic of the Canadian petroleum 
refining industry which add to its costs compared to those of refiners in other 
countries supplying products for import. These include: 


(a) Somewhat higher capital costs. These reflect such factors as winterized design 
and winter construction, duty protection on Canadian materials, added freight 
on other materials, etc. 


(b) Higher fuel costs for refinery operation. 


(c) Generally smaller size with resultant higher unit costs, despite slightly lower 
labour rates. Even the largest Canadian refineries represent a multiplication 
of smaller units added as business has grown rather than single large units. 


(d) Additional costs of redistribution. Refined products can be imported direct 
to major distribution points within a broad refining area. The Canadian refiner 
must absorb the cost of trans-shipping to such points. 


(e) Because the sales tax does not apply on the transportation portion of a laid- 
down price, the sales tax levied on Canadian refined products is slightly higher 
than on imported products. 


(f) On the average, tanker rates on “dirty” products and crude oil tend to be 
slightly lower than for “clean” products. This is offset, however, in the case of 
an importer of products into Canada by his ability to average lower seasonal 
tanker rates during his import season than the year-around average. 


(g) The product importer into Canada in general secures his products at the 
seasonal low price of the exporting refinery rather than at the average price 
realized by such refinery. 


2. Prices of imported products represent a ceiling to the Canadian refiner but not 
necessarily a floor. It is, of course, obvious that any duty structure must be national 
in scope. However, in any case where full duty protection may not be required, 
competition of the Canadian refineries within such area will tend to eliminate 
imports of some products by setting the price level below the cost laid down of 
imports. Statistics show that the importation of gasoline, the refiner’s principal 
product, has for practical purposes been eliminated from the Montreal area. 
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Consideration of the above factors leads to the conclusion that unless sooner or later the 
refining industry is to be liquidated, the price paid by the customer in the Montreal area will over 
the years increase or decrease with the cost of crude oil to the refiner. 


It is difficult to see how a Montreal refiner can justify guaranteeing the throughput of a pipe 
line which would establish a floor on his cost of crude oil. This is particularly true here, because the 
crude oil in question is at a basic competitive disadvantage with other sources of supply and offers 
no hope of future reductions in his cost. 


Problems of the Pipeliner 


As a characteristic of pipe line transportation, coverage of the fixed and capital charges 
represents a large portion of the tariff charged. The pipeliner must, therefore, assure himself and his 
source of capital of a continuing revenue at a level high enough to be commercially attractive. Thus, 
he cannot serve as a buffer beteen the producer and refiner to equalize changing market relations 
through fluctuating pipe line tariffs. 


As will be more fully developed later, oil pipe lines are not and should not be considered to be 
in the same category as public utilities. Hence, returns which might be satisfactory for the low risk 
assured return utility monopoly are unlikely to be commercially attractive to the high risk competitive 
oil pipe line. 

_ In view of the evident economic risks in building a large pipe line to Montreal, it appears 
clear that the financing of such a line would require some form of guarantees beyond those which the 
pipe line company itself could provide. 


The normal procedure would be to secure throughput or deficiency agreements from the 
refiners or producers. For the reasons we have previously discussed, it would appear improbable that 
these groups would wish to assume the open end risks involved in such a long term commitment. 


Under these circumstances some form of government guarantee would seem to be the only 
alternative. (A guarantee, incidentally, which would put another pipe line — Portland/ Montreal — 
out of business.) The government might, for example, enunciate a policy of protection for the 
Montreal market and establish the necessary detailed machinery to place it in effect upon completion 
of the pipe line. However, there are risks that changing conditions might: 


(a) make such machinery inadequate or obsolete, 
(b) direct Canadian crude from Montreal to more attractive nearer markets, 
(c) cause policy of future governments to change. 


Under these circumstances, it appears doubtful that a simple provision for a protected market would 
give sufficient permanency to raise the necessary funds. 


The government could, of course, provide a direct guarantee of the pipe line bonds. If this 
course were followed and the government underwrote the major risk, it is worth asking whether public 
sentiment would permit private ownership of the line or whether another link toward government 


control of the indust would b be e forged. aise: 


Mechanics of Control 


a" 


- There are a number of methods that might be applied by the government to provide 
protection for the Montreal movement. However, they all present problems either in their admini- 
stration or in their implications for the future freedom of the industry or both. 


A —Subventions — Perhaps the most direct and forthright approach would be through the 
application of subventions to cover the difference in laid-down cost of the crude at 
Montreal. Determination of the proper figure and its variation with market conditions 
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would be difficult, and there would obviously be legitimate government interest in the 
wellhead price established for Canadian crudes. Finally, it would be an understatement 
to say that this approach would lack appeal to the general taxpayer and voter. 


B —A voluntary quota approach has been suggested, perhaps by analogy with the current 
involved efforts in the United States. Such a system is capable of dealing with marginal 
or temporary situations, not suited to provide a permanent solution to the complex 
Montreal problem. In the case of a Montreal pipe line once installed we are dealing 
with a permanent situation which would require a permanent protection. 


The impracticability of voluntary quotas in the long run lies in the inevitable 
inequities involved. Those who conform do so at a competitive disadvantage with those 
who do not. The Montreal refiner could not long justify compliance if other refiners or 
product importers in all of eastern Canada did not do likewise. Full compliance by all 
would be tantamount to mandatory quotas. 


C — Mandatory quotas could provide the necessary protection. They would, however, have 
to be comprehensive and complicated. They could not be limited to crude oil for the 
Montreal refineries. As previously developed, it would be necessary to place quotas on 
most refined products as well as crude oil to prevent imports of products from lower 
priced foreign crude from gradually liquidating the Montreal refinery operations. 
Similarly quotas on imports into the Maritimes would be needed to prevent increased 
running of foreign crudes in that area with shipment of products into Quebec. 


Thus it would, in fact, be necessary to erect a protective fence completely around 

oo the country. Establishment of the proper quotas would tend to freeze company positions 

jand in any event would lead the government into the awkward position of fully 

» | controlling the oil supply and demand with frequent adjustments to maintain the 
proper balance. 


D —Import duties would in many ways be the simplest approach. These would, of course, 
have to be nation-wide in their application. Also any crude duty would for reasons pre- 
viously discussed have to be reflected in equivalent increases in duties on refined products 
imports if the important secondary refining industry is to be maintained. 


Administratively a difficult problem is imposed in establishing duties at the 
proper level so as to exclude the proper amount of imports while minimizing as far as 
possible the added cost to the consumer. Trial and error methods of establishing the 
proper level would be complicated by rapid changes in petroleum market conditions. 


In summarizing the problem of protection for the Montreal market, two principal end results 


are indicated: 


1. Higher cost to eastern consumers (or to the taxpayer). 

2. An alarming degree of necessary government control with the corresponding threat 
to the freedom which has contributed so much to the development of the Canadian 
oil industry. 

An Intermediate Case 


In view of the inflexibilities of enforced crude movement to Montreal, it would appear 


worthwhile considering what alternative constructive steps might be taken to improve the market 
volume for Canadian crude oil. 


(a) The Ontario market. The largest single market for petroleum products in Canada is that 


in Ontario. Today the largest portion of that market is supplied with products from refining of 
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Canadian crude oil. In addition, however, sizeable volumes of products are supplied by direct imports, 
by shipment from Montreal refineries, and by limited volumes of imported crude oil refined in 
Ontario. 


From the standpoint of simple geography, it is apparent that Ontario is a more economic | 


market for Canadian crude than is Quebec. There would appear to be reasonable statistical 
possibilities of using pipe line capacity and Ontario refinery capacity already in existence or capable 
of early completion to increase Canadian crude utilization by up to about 75,000 - 80,000 barrels per 
day. Each supplier’s situation is, of course, different and we can speak only for Imperial Oil. 
However, for our part, we have been meeting and plan to continue to meet essentially our full Ontario 
marketing requirements with products from Canadian crude. We are currently expanding our 
Sarnia refinery capacity by 20 percent. We are also increasing refinery yields of furnace fuel in the 
hope of selling competitively to those importers who traditionally shop for such products in world 
markets during the summer. 


Canadian crude is already committed to the Ontario market, supported by large areal 
investments in transportation and refining equipment. In order to penetrate this market, as) 
previously noted, a severe reduction in the wellhead price of crude oil was necessary to make | 


Canadian crude competitive with alternative sources of supply. 


Accordingly, it is our view that the first and most important job is to saturate and to secure 
this Ontario market before undertaking any new obligations and facing the more severe competitive 
pressures of the Montreal market. 


(b) Puget Sound. Another market where a higher degree of saturation is worth seeking is 
the Puget Sound ae of the United States. For the immediate short term future the heavily over- 
stocked inventory position of the United States west coast precludes large increases in this direction. 
However, when the statistical position returns to normal there would appear to be room for marked 
improvement, even under the existing United States import quota limitations. Total quotas available 
to west coast importers can be expected to continue to exceed those required for full operation of the 
Puget Sound refineries. From our earlier discussion, we have also seen that the combination of 
Canadian crude in Puget Sound and foreign crude in Montreal is economically much more attractive 
than the reverse combination of Canadian crude in Montreal and foreign crude in Puget Sound. 
These considerations would appear to set the stage for possible purchases and sales where Canadian 
crude would be sold to Puget Sound refineries and the foreign crude which might otherwise be sold to 
that area would be purchased for Montreal. For example in our own case, as was stated earlier, for 
many months Imperial Oil has been refining at Montreal 11,500 barrels per day of Venezuelan crude 
purchased from a non-affiliated company and has been selling similar volumes of Canadian crude 
into the United States Puget Sound. 


It is of interest to estimate what the volume of Canadian crude outlet may be if a high degree 
of saturation of the Ontario and Puget Sound markets is successfully achieved. Our studied estimates 
for this case are as follows: 


Domestic Export Total 
1957 - - - 350,000 150,000 500,000 barrels per day 
1958 - - - 370,000 94,000 464,000 
L959 Pp) 489,000 135,000 624,000 
1960 - - - 513,000 171,000 684,000 
1961 - - - 538,000 193,000 731,000 
1962 eiet-.05 ~ 567,000 245,000 812,000 


These figures represent a net increase in market compared to the “minimum case” previously 
considered of 90,000 to 140,000 barrels per day beginning in 1959. Compared to the all out Montreal 
case they represent quicker action with a marked improvement in 1959-1960. In 1961-1962 they 
are about 110,000 barrels per day lower than the all out Montreal case. 
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What then might be the producer’s situation under this intermediate case? He would obviously 
benefit from the improved market during the earlier years when improved crude is especially 
important. Let us consider what the prospects might be for maintaining finding effort and activity at 
a tolerable level. 


In this connection the chart on following page has been prepared showing Canadian crude oil 
producing potential, production, and the percentage relation of production to potential. The solid lines 
represent actual history while the dotted lines represent our estimates of future potential as discussed 
earlier and our estimates of production under the “intermediate” market case just presented. It will be 
seen that in the past ten years, during a period of aggressive activity, the production has varied over the 
range of 50 to 70 percent of the potential, reaching a high of 71 percent in 1953-1954. This would 
appear to be an indication that the industry traditionally develops potential production well in 
advance of possible market outlet. 


The estimates on the dotted portion of the chart indicate that after the present cyclical 
downturn, production in this case would again fall in the range of 50 - 70 percent of potential. ‘There 
is, therefore, nothing in these percentage figures in themselves which would justify the conclusion 
that a tolerable level of activity would not be sustained over the next few years. 


There is, of course, the current depressed condition of the market today, which probably will 
result in some lessening in exploratory activity during this year. However, for the first quarter of 
1958, exploration drilling pace did not show any reduction. Seismic surveying showed some decline 
(after due allowance for normal seasonal shifts), but the decline in this activity has been a distinct 
trend ever since 1952. Thus, it would appear from the current exploration work indices that the 
current market slump has not yet reduced the industry activity in exploration. As discussed in 
Appendix B, this is probably due to the momentum inherent in exploration programs. 


Development drilling activity has declined in recent months. Perhaps the most important 
reason for this is that there are not as many undeveloped proved locations available now as there 
were a year ago when Pembina and Souris Valley development drilling was at a high level. 


Additional factors affecting the rate of drilling may be the declining allowables and the trend 
toward wider spacing of wells. This variation in rate of drilling is undoubtedly of concern to the 
drilling contractors. However, it is characteristic of the industry, both in Canada and the United 
States, and presumably will continue to occur from time to time regardless of level of production. 
It is not felt that these fluctuations have the same serious consequences as a prolonged cutback in 
exploration effort. 


Another line of conjecture that might be followed in judging whether western Canadian 
producing activity can follow tolerable levels in the next few years is to consider the trends in 
prospective revenue likely to accrue to the industry. Imperial has studied the historical relationship 
between the industry’s revenues and expenditures and has attempted a rough projection of cash flow 
into the future in order to assess the industry’s ability to maintain a high level of expenditure. Our 
studies would indicate that even if the high rate of 1957 expenditures are maintained, improved 
income from gas sales and from attainment of the “intermediate case” market for crude oil would 
rapidly reduce the size of the annual cash deficits compared to those the industry experienced in recent 
years. 


Exports to the United States 


The status of Canadian exports to the United States is today at a low ebb. There are a number 
of reasons to believe that a more favorable position should develop in the future: 


1. The circumstances surrounding the present tightened United States import 
restrictions appear to reflect in part increased protectionism fostered by the current 
business downturn. Also it is reported in the press that the limitations on oil 
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imports have been adopted partly in an effort to secure passage of the Reciprocal 

Trades Act Extension with its policy of generally more liberal trade. The oil 

oer limitations have apparently,framed in a purposely flexible administrative form 
= permitting ready alteration with changed circumstances. 


2. Under normal circumstances, the logic of special treatment for Canadian oil is 
extremely convincing both on a security and trade basis. In fact, under such 
normal circumstances, Canadian oil was given an exempt status. Even under 
present provisions allocations have been made in a manner which minimizes the 
immediate direct impact on Canadian oil. Undesirable as they are in principle 
and precedent, the present import restrictions have as yet been from a practical 
standpoint largely a matter of form rather than of substance. This is because the 
business recession and over-stocked inventory positions have tended to hold the level 
of movements of Canadian oil below the quota figures. 


3. Looking to the longer term future, it is widely accepted that large increases in oil 
imports into the United States can be expected. With 55 percent of the free world’s 
demand for petroleum and only 14 percent of its proved reserves, the basis for 
increasing United States imports is evident. Deficiency areas in the northern and 
western parts of the United States should, therefore, provide in the future economic 
markets for the tributary Canadian crude oil supplies. 


Full efforts should, therefore, be continued to obtain free access to U.S. markets for Canadian 


° ee easement iceman mesdimeuni ey 
oil. 


To-conclude our comments with respect to the problem of crude oil markets, it is our judgment 
that weighing all factors as they appear today, the prospective advantages would not as yet warrant 
the risks of going to Montreal. We would recommend that first priority be given to trying to develop 
to the maximum the intermediate case as described in this submission. 
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Vil. OIL PIPE LINE FINANCING AND REGULATION 


In considering questions of pipe line financing and regulation, a clear distinction must be 
made between the “gas” pipe line and the “oil” pipe line. The trunk gas pipe line is a monopoly which 
purchases, transmits and sells gas (a usable finished product) on long-term contracts. Continuity of 
operations is thus secured by long-range commitments of supplies and sales extending perhaps for 
20-25 years. Also, the sole transportation medium for gas is the pipe line. 


On the other hand, the oil pipe line is a carrier only, and not a purchaser or seller of oil. 
Crude oil (a raw material) is purchased by refiners who normally can make only short term 
commitments in order to maintain flexibility of supply against changing supply sources and changing 
demand. Therefore the oil pipe line is simply a specialized form of transportation, competing with 
other methods of moving liquid petroleum and with other sources of petroleum. 


This discussion pertains to the oil pipe line, particularly in the transmission of crude oil. 


Transportation cost is an extremely important element in the final cost of petroleum products. 
It is a key factor in the competitive position of the producer, refiner and marketer, representing 
20-25 percent of the delivered price of petroleum products to the consumer. Pipe lines represent the 
most economical means of land transportation where volumes are sufficient to justify the investment. 
Substantial savings are then available as compared with less specialized methods such as rail or truck. 
The reduction in transportation cost varies with volume, length of haul and the transportation 
method displaced. 


Producers may for instance, secure substantially higher wellhead price if pipe line movement 
can be utilized, rather than truck or rail. Similarly, refiners utilize pipe lines wherever possible for 
movement from refinery to distribution terminals. In short, the pipe line represents an operating 
facility, and the producer or refiner cannot wait for outside capital to initiate a pipe line project. 
The pressure of competition to reduce transportation costs is the basic stimulus forcing the oil industry 
into building and operating lines. 


Physical characteristics of oil pipe line operation bearing on this subject can be summarized 
as follows: 


1. It is fixed in geographical location and cannot be shifted with traffic pattern 
changes. 


2. Itis a one-way, one-purpose, facility. 


3. It deals with a few customers whose refining operations can be substantially affected 
by the pipe line operation. 
4. The capital investment is large and almost entirely employed in fixed plant. By 


corollary, total operating costs are relatively inelastic to volume since interest and 
depreciation charges form a substantial portion. 


FINANCING 


The specific purpose of the oil pipe line and its physical characteristics mainly determine the 
method of financing. Historically, for reasons noted previously, individual oil companies have built 
and owned pipe lines as they would any other facility in their operations. In recent years, however, 
the trend toward greater distance and larger diameter pipe lines has involved capital investments and 
throughputs much larger than any single company could undertake. Joint ownership has therefore 
evolved. 


Public participation in pipe line financing in Canada was initiated by Imperial at the time of 
the Interprovincial Pipe Line development. The hope was to secure widespread participation from 
the individual investors in the equity financing of a project new to Canada and to Canadians. 
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The form of financing of large oil trunk line systems has logically developed to fit the 
characteristics of the operation. The normal financing pattern has been to borrow as much of the 
capital requirements as possible through bonds or debentures supported by oil company throughput 
or deficiency agreements. Thus debt financing is secured at a relatively low interest rate and the 
resultant leverage on the equity capital has been attractive to the investor. 


In summary, the pipe line must be recognized as a primary facility to the producer, refiner 
and marketer, having developed to meet operating needs. It serves the same purpose as the tanker, 
the tank car or truck, and to this extent is not a general carrier. 


Financing therefore cannot depend on normal entrepreneurs or independent investor action. 
Initiation should come from the industry and financial structure depends on the physical characteristics 
of the project, vis-a-vis the investor’s requirements. These involve: 


1. The large capital amounts required; 


2. The return on total investment is limited by the pressure to minimize trans- 
portation costs; 


3. Because of (2), financing entirely by equity capital is not possible, and 


Because of its specialized service, outside financing is not possible without through- 
put or deficiency guarantees that can only be given by an oil company. 


PIPE LINE REGULATION 


Regulation and control of private enterprise in a free economy is presumably designed to 
guard the public interest where there is a clear danger to such interest. Since oil prices are limited 
by competition, and the oil pipe line is a means of minimizing transportation costs, the public interest 
in the operation of oil pipe lines could be confined to safety, public nuisance, etc. Nevertheless oil 
pipe lines in Canada are under regulation by both provincial and federal government legislation. 
This discussion pertains only to federal government legislation, and in particular the Pipe Lines Act, 
R.S.C. 1952, cap. 211. A more detailed examination of this Act is included in Appendix D 
supplementing the following general comments: 


Jurisdiction 


The Pipe Lines Act and other federal legislation define federal control over interprovincial 
pipe lines, and federal jurisdiction has been interpreted to include all pipe lines connected to 
interprovincial systems. Thus, if a flow-line from a well crosses a provincial boundary or a gathering 
system in a pool connects to an interprovincial system, it is considered to be within federal jurisdiction. 
Theoretically all companies operating such pipe lines would be required to have a charter granted 
by special act of Parliament and be removed from provincial jurisdiction. This has brought direct 
conflict with provincial jurisdiction, particularly in respect to matters of conservation of natural 
resources. 


The British North America Act places control of most natural resources with the provinces. In 
exercising this control, the various provincial governments have assumed the right to grant exclusive 
permits to provincial companies for the purpose of gathering and transporting oil from producing 
fields. Such gathering systems usually connect with interprovincial trunk pipe lines and the provincial 
action is thus in direct conflict with the interpretation of federal legislation. Thus in the present 
situation the oil industry cannot in practice comply with both provincial and federal statutes. 
Elimination of this overlapping jurisdiction would be most helpful to the oil industry. 


Corporate Regulation 


It would appear to us that the present system of regulation as applied to oil pipe lines is 
unnecessarily complicated and cumbersome. It is felt that the tasks currently assigned to the 
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regulating authorities could be greatly eased by permitting the normal forces of competition as much 
freedom of action as possible. This could, we believe, be accomplished in considerable measure by 
dropping the practice of granting only single or exclusive permits for pipe line construction. 


At present the Board of Transport Commissioners must review not only the physical but also 
the economic aspects of an application for a pipe line permit. Physical aspects insofar as they 
affect safety and public nuisance are obviously matters of public interest. On the other hand, it is our 
view that it is not necessary and, in fact, unduly onerous for the Board to have to examine economic 
factors, including the details of oil reserves, availability of markets, financing, and so forth. The 
economics of the project and in turn its ability to finance should constitute an automatic selection 
procedure without the necessity of a single or exclusive permit system. Close analysis by the 
professional investor would enable only the most economic projects to be financed. The public 
should be adequately protected in respect of any investment it may make in such pipe lines under the 
provisions of the present securities laws. 


We also believe that the present requirement of incorporation by Special Act of Parliament is 
likewise an onerous burden on Parliament and frequently a source of unnecessary delay in dealing 
with pipe line developments. 


Rate Regulation 


Given free play competition between projects and the normal competitive pressure to reduce 
transportation costs tend to make rate regulation of oil pipe lines unnecessary. The history of modern 
regulatory bodies in Canada confirms this tendency since to our knowledge there has not been any 
instance of enforced rate reduction. On the contrary, rates have voluntarily responded to competitive 
pressures and to increasing volumes with the result that tariff reductions have been the general 
trend as volumes have increased. 


Having in mind the purpose of oil pipe lines, we believe it unlikely that rates of return or 
tariffs will be established which could be considered an abuse or injurious to the public interest. The 
oil pipe line, as distinguished from the gas pipe line, has no franchise on the supply of a public 
commodity. It is not a public utility and indeed has an element of risk not common to other carriers. 


There is a constant shifting in oil logistics occasioned by such factors as new discoveries, 
depletion of older fields, developments in competitive fuels or in competitive transportation facilities. 
The prospect of crude discoveries closer to an existing market is always present. So, also, the opening 
up of a closer and more favorable market large enough to absorb the full output of a producing area 
could force the existing market to seek an alternative source of supply. Either possibility, if realized, 
could cause the idling of some or all of a crude pipe line. 


A few examples are listed: 


1. For many years, Imperial owned and operated the Transit and Storage pipe line 
connecting its Sarnia refinery to Mid-Continent trunk line systems terminating in 
Ohio. With the advent of Canadian crude via the Interprovincial system Transit 
& Storage was put out of business. 


2. The history of capacity increases in the Trans Mountain pipe line, starting in 1953 
at 120,000 b/d and increasing by late 1956 to 185,000 b/d is even more dramatic. 
At this stage capacity was fully utilized and further expansion was started. Before 
this was complete, unpredictable political events and changes in market conditions 
reduced demand so sharply that in recent months deliveries have been at a rate of 
about 50 percent compared with a year ago, and at a level of only 40 percent of the 
expanded capacity. 


3. The advent of crude discoveries closer to existing markets is another element of 
risk to pipe lines. Interprovincial expanded the capacity of its Edmonton/Regina 
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section to meet increasing demands of eastern markets. At this point, new 
discoveries and development of substantial Saskatchewan production displaced oil 
from the Edmonton/ Regina section. 


Such fluctuations in volume are experienced by all pipe lines and can be expected to repeat 
since crude oil markets are not captive and sources of supply also change. 


SUMMARY 


In summary, our view on pipe line financing and regulations are as follows: 
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Oil pipe lines and gas pipe Imes are separate and distinct operations. 


The oil pipe line is essentially an industry facility and its operation is similar to 
that of any other specialized industry equipment. 


Public interest in oil pipe line operation can be adequately protected by compe- 
tition and the pressure to reduce costs, together with existent security legislation. 


The present Pipe Lines Act has undesirable features which can be considered a 
burden to Parliament and to industry. Specifically it is suggested that: 


(a) The mechanism of issuing federal pipe line permits can be simplified and 
confined to an examination of the safety and nuisance aspects of the project 
by the Board of Transport Commissioners. The Board should also be free to 
issue permits to any project satisfying these physical tests. 


(b) Some action is needed to eliminate the present jurisdictional conflict between 
federal and provincial regulatory authorities. 


38 


= ; pia Pra. \ : a 
a aul) A Gadus iiptese “to cheiendh yds 
loeb wottedhtra? meyosiot eden? laisiasedis Ye Ea 
Bene 
= ; sttyt Fjat amigas \nat a 
145 90) G0 bere es it ney iis y¥ G haosistingaa 93 pee 
yurtarie cele yh ta tossowoe fans ov vi 


wt 7 
‘CRAMMUR Se 
= 8 


: 
a : 

lod or ove amottalics baw pian smiley 180 Wy 
’ ; ) OE 222047 Fs hag me 
. pate tit VOT sdoeit Tak ilncttinens wi suit : 
* Mees Ui | Ov ae a Dy vibe adie 

od aad inesqe snil sqiq Ho st mst 

| dite take atror soubos of vuln, et tit 


iy? aopiere niin rani. cRE inh. ook t bag f ¥ a on 


¢4 


7 


uM iad ‘ 


. veraver a vilewiliong? ‘vwesbai of brs eimteericik 
/ 
cing cot) ogiq lerebst pastel Ye tak 
P , ys we 
a) ben Vive ocr to nowkratudes fe 4 if 


% YiegdT teenwmi orm) preapeaedt We bial 08 


Lets ri fT) Oy festa Poy Cty las ¢ 


oe ae . 


Vill. NATIONAL ENERGY POLICY AND 
NATIONAL ENERGY AUTHORITY 


In view of the fact that a nation’s economic progress depends on and can to a considerable 
extent be measured by its utilization of mechanical energy a national policy on energy has commended 
itself to many people. There is, we believe, broad agreement as to what should constitute a national 
policy. It should recognize that Canada’s energy resources belong to the people of Canada and should 
be developed in their interest, as should other Canadian natural resources. It should recognize that 
Canadian progress is correlated with Canadian energy consumption, and that future supplies of 
energy producing materials should be assured in the light of the best available knowledge. 


With these broad principles we find ourselves in complete agreement and find cause for 
satisfaction in the fact that these policies seem to have been satisfactorily implemented in that Canada 
is not only currently the second highest per capita consumer of energy in the world, but has 
remaining reserves equal to several centuries at the current rate of consumption as shown in the 
following table: 


Approximate Remaining Years of 


Recoverable Reserves Supply* 
Natural Gas (trillions of cubic feet)- - - - - - 300 to 350 1,000 to 1,100 
Liquid Petroleum (billions of barrels) - - - - - 40 to 60 160 eto 240 
Tar Sands (billions of barrels) - - - - - - - 100 to 300 400 to 1,200 
Coal (billions of short tons) -- - - - - - - - 47 1,400 


It has been estimated that about 1,000 billion barrels of crude oil will be obtained from the world’s rocks. If this is 
the case, it appears that Canada, with 0.6 percent of the world’s population, has around 15 percent of the world’s 
fossil fuel energy reserves. 


The estimate of coal reserves was taken from the Gordon Commission report. The ranges given for other reserves 
permit inclusion of various recent predictions and some allowance for Canadian sedimentary areas other than 
western Canada. 


*At 1957 rate of consumption 


NATIONAL ENERGY AUTHORITY 


Recognition of the desirability of a national policy in regard to energy has in some cases 
become confused with a supposed need for a national authority on energy. 


This company does not believe that the establishment of a national energy authority is feasible 
or necessary. There are two areas where control could be exercised, the field of domestic trade within 
the country or the field of export trade. 


The fundamental difficulty in the creation of a federal authority having jurisdiction generally 
over energy within the country is that the provinces have authority over the production and sources 
of energy, and also control over the markets which consume energy within their individual borders. 


We do not feel competent to discuss the constitutional aspects involved, but it seems to follow 
that any jurisdiction exercised by a federal authority would be limited to restricting interprovincial 
or international trade. Any effort to extend the jurisdiction of such a body would require the 
surrender by the provinces of their jurisdiction under some joint arrangement with the federal 
government. The historic experience in effecting such transfers of authority is that they involve either 
prolonged discussion to achieve mutual acceptance, or inter-governmental conflict if an attempt is 
made to impose an authority without mutual approval. The delay and/or conflict attendant on the 
effort to establish such a national energy authority would almost certainly inhibit continued 
development of the energy industries. 


If the creation of a national authority is impracticable from a constitutional standpoint, its 
soundness is questionable from an economic and geographical standpoint. Beyond the fact that they 
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serve a similar purpose, the energy industries have practically nothing in common. Coal, petroleum, 
natural gas, _hydro- electric, solar and atomic energy all differ from one another in respect to source, 
methods o of processing, ion or utilization. Asa result, the requisites for successful development 
and the criteria for the preservation of the national interest vary widely among the different energy 
industries. Any close study of the peculiarities of these industries indicates that insofar as any 
regulation is necessary it must be of a highly individualized nature adapted to the particular industry. 


This conclusion is reinforced by geographical considerations since the appropriate policy with 
regard to an industry in one part of Canada may be inappropriate to the same industry in another 
area. 


A further complication lies in the changing nature of the energy industries themselves. Within 
the past few decades we have seen the virtual disappearance of firewood and the draft animal as 
energy sources. Within the next three decades we will almost certainly see the rise of atomic energy 
sources. 


The variety and complexity of the energy industries raise not only the question of a national 
energy authority but the extent to which regulatory action can in fact be effectively taken. In a recent 
issue of the Harvard Business Review, Professor Otto Eckstein commented as follows on the conflict 
between those who desire more and those who desire less regulation: 


ce 


. . the familiar conflict has taken on a new character today. Superimposed on the philo- 
sophical differences is a layer of doubt about the validity of some of the techniques of regulation 
themselves; many of them seemed to serve their purpose for a number of years but now may have 
become outmoded. 


“This drift to obsolescence of once-appropriate aproaches is especially serious in the case of 
industries being brought under public control for the first time. The dead hand of systems designed for 
other days and other conditions is being imposed on such industries automatically; government 
officials apparently are unaware that times have changed since the laws were first drawn. Further- 
more, they fail to recognize that different businesses do have different needs and problems and that 
consequently regulations have to be carefully shaped if they are to be workable. Mechanical 


application of the same technique to every kind of enterprise will not produce sound economic 
results.” 


Over and above these questions as to the feasibility of the extension of authority over petroleum, 
we would raise the question of the extent to which any need has been demonstrated for such an 
extension. 


In the preamble to this brief, we expressed our feeling that the national interest in regard to 
energy lay in the fulfillment of four objectives. These were: 


1. ‘That there be a high level of energy utilization by Canadians. 


2. ‘That there be large reserves of energy sources at the disposal of the Canadian 
economy. 


3. That there be in existence markets which would provide reasonable economic 
stimulus to the growth of the energy industries. 

4. That there should be continuing development of energy resources in line with 
markets available to provide not only the energy required but for the stimulus such 
activity gives to the economic development of the country. 


None of these objectives we feel could be furthered by the establishment of a national energy 
authority, and some would actually be hindered. 


On the first point, the fact that Canadians are the second highest per capita users of energy 
would indicate little need for regulatory action in this regard. The achievement of so high a level of 
energy utilization in a country which faces the transportation and climatic problems peculiar to 


Canada is evidence of a singularly high level of service and efficiency by the energy industries in 
Canada. 
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In our high energy consuming economy, the prairie farmers are highest consumers as a group. 
To them the advantages of nearby low-cost sources of crude and products are of great benefit. But 
the major consuming area in Canada is in Ontario and Quebec, accounting for some 50 percent of 
total national demand and a much higher percentage of the industrial demand for petroleum energy. 
In much of this area, high levels of consumption have been achieved because economical and flexible 
supplies have been available by tanker from South America, the U.S. Gulf, the U.S. Mid-Continent 
or the Middle East. For this highly important area of the Canadian economy, maintenance of a high 
level of consumption is equivalent to maintenance of much of Canada’s industry. National policy 
must give due weight to the need for maintaining flexibility of supply for this major consuming area, 
since the freezing of its supply sources could only be carried out at grave risk to the level of energy 
consumption and hence economic activity. 


With regard to the second point of national interest, reserves of energy resources, Canada is 
also singularly fortunate. As pointed out above, this nation has 0.6 percent of the world’s population, 
15 percent of its energy resources. With the very adequate energy resources on hand, there is little 
apparent need for the exercise of authority in this respect. 


With regard to the third point, the need for markets which will stimulate resource develop- 
ment, we see very little ground for believing that a government can create markets, and any functions 
which the federal government can perform in this field are of a type which should be exercised by 
Parliament having regard to the possible effects of such actions. As pointed out in a previous section, 
this might only be achieved at the risk of either immediate or ultimate loss of other markets and at 
the expense of the consumer. In any event, it does not require the machinery of a national energy 
authority to achieve whatever may be possible in this regard. 


With regard to the fourth point, the maintenance of resource development activity in 
Canada is dependent on the availability of markets and the developer’s belief in his ability to 
supply those markets at a profit. There seems to be little that federal legislation or a nationally 
constituted energy authority could achieve in regard to either of these functions. 


In short, the positive aspects of a national energy policy are either in the hands of nature in 
the form of natural resources or rely upon the ingenuity of buyers and sellers to bring about a high 
level of energy utilization which is the basis for market development at home and abroad. The 
negative aspect of a national energy policy, as suggested by some, consists of restriction on imports, 
an action for which machinery already exists without the creation of a national energy authority. 


Need for Co-ordination and Exchange of Information 


For the above reasons, we feel that a national energy authority would not further the 
achievement of those goals which we believe constitute the national interest in regard to energy. In 
fact, we feel that a national energy authority would actually impede progress. At the same time, 
we feel that there is need for a greater exchange of information and viewpoints in order to co-ordinate 
the existing municipal, provincial and federal authorities which operate in respect to energy. We 
have already pointed out the conflict in jurisdiction in regard to provincial and interprovincial pipe 
lines. In the federal field through the Combines Act and Criminal Code, every effort is made to 
maximize competition within industry. As we have pointed out in regard to crude oil producing, the 
system of land tenure in western Canada also acts to maximize competitive efforts in exploration and 
development. Yet in certain Canadian municipalities, we find restrictions on marketing outlets which 
are in direct opposition to the competitive principles applied by federal and provincial governments. 
One sees certain provinces encouraging the conservation of resources by strict regulatory measures, 
while at the same time we find other provinces discouraging the thrifty use of petroleum energy by 
imposing prohibitive taxes on diesel fuel. The co-ordination of policies at all levels of government, 
which can be achieved through a better exchange of information would be definitely beneficial in our 
opinion. 

We believe there exists in the Department of Trade and Commerce a vehicle that could effect 


_ this co-ordination and at the same time be used by the Federal Government to carry out such policies 


‘as seem appropriate. 
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SUMMARY AND CONCLUSIONS 


In this submission we have endeavored to assess the basic operating considerations of the 
Canadian oil industry in relation to the national interest as expressed in the Commission’s terms of 
reference. 


Two points that should be kept in mind in considering the summary and recommendations 
are given below: 


1. No precise limits can be established for any particular segment of the energy field 
as rapid technical change evolves new forms, new uses and hence large-scale 
displacements between sources of energy. The utilization of energy resources 
cannot therefore be blueprinted exactly. Limitations on the normal development 
and movement of energy to consuming areas can affect the whole structure of 

existing industrial investment. 


2. The oil industry is a high capital consumer in all its phases, including exploration, 
| production, refining, transportation and marketing. The supply of equity funds 
and the ability of the industry to retain the investor’s confidence are essential. 


With these in mind, Imperial’s views in regard to items of the Commission’s terms of reference 
are as follows: 


(a) the policies which will best serve the national interest in relation to the export of energy and 
sources of energy from Canada 


It is clear to us that the oil and gas industries, partly because of their location and partly 
because of the relatively small Canadian population, will require export markets if they are to 
develop in a healthy manner. Testimony before the Commission has indicated reasonable agreement 
on the amount of proved reserves of oil and gas. Worldwide experience has shown that proved 
reserves will be low in relation to the ultimate total reserves. Imperial believes that possible ultimate 
reserves of both oil and gas in Canada are very large. 


The general opinion of industry as to the existence of such large possible reserves should be 
considered by the Commission in weighing the question of not only permitting but seeking export 
markets. It is recommended that a policy be established that Canada welcomes the opportunity to 
export gas and oil and that only under unusual circumstances will permission for such export be 
withheld under existing legislation. 


(b) the problems involved in, and the policies which ought to be applied to the regulation of the 
transmission of oil and gas between provinces... 


In the general field of oil and gas transmission, provincial and federal regulations seem to have 
been established on a “general carrier’ concept without recognizing the specialized nature of these 
facilities. Specifically, Imperial suggests: 


1. Oil and gas pipe lines represent two distinct functions requiring different policies 
and degrees of regulation. The oil pipe line, as distinct from the gas line, is a facility 
of the industry and does not have a monopoly on the supply of a commodity. 
Unlike gas lines, which buy and sell under long-term contracts, oil pipe lines are 
carriers only and subject to the many risks associated with the constant shifting of 
the flexible petroleum supply pattern. 


2. The exclusive permit system as presently required by the Board of Transport 
Commissioners is not necessary in the case of oil pipe lines where competition 
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between projects and between sources of supply together with securities legislation 
provide the best protection to the public and to the investor. 


3. There is need for simplification ef present procedures and for clarification of 
jurisdiction of the federal Pipe Lines Act in order to: 


(i) eliminate jurisdictional conflict with the provinces; 


(11) reduce the time element in processing applications. 


4, It is suggested that authority can be delegated to the Board of Transport 
Commissioners to grant permits for oil pipe line projects so long as they meet 
certain physical tests as to safety and public nuisance. Imperial does not object to 
the retention in the hands of government of the power to control rates and tariffs, 
but suggests that, as in the past, the competition between projects and the test of 
the marketplace will make it unnecessary and unwise to exercise this particular 

i power. 
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(c) the extent of authority that might best be conferred on a National Energy Board, ... 


Imperial does not believe that there is any practical basis for a National Energy Board in the 
sense of an energy authority, for reasons outlined in Section VIII. 


It appears to us that flexibility in national policy is essential in order to recognize changing 
conditions, geographical considerations, etc. However, there is need for a continuing co-ordination 
of information between various levels of government which might well be handled by the Department 
of Trade and Commerce. At the same time, the Department could act as liaison between the 
federal government and provincial governments and industry, thus ensuring a continuous up-to-date 
picture of industry conditions as a guide to government policy. The opportunity to review the 
overall situation from time to time before commissions such as this also seems desirable. 


(d) whether, in view of its special relationship to the Northern Ontario Pipeline Crown Corporation 
and the nature of its financing and control, any special measures need be taken in relation to 
Trans-Canada Pipe Lines, Limited in order to safeguard the interests of Canadian producers or 
consumers of gas; 


Imperial has no comment to make on this item in this submission. 


(e) such other related matters... 


A principal part of this submission concerns the matter of markets for western Canada crude 
oil which has come under discussion due to the recent decline in crude outlet. Imperial, historically 
the largest single individual explorer in western Canada, with a high proportion of shut-in production, 
is naturally concerned with market development. The views expressed in this submission reflect our 
continuing assessment of market possibilities and also our actions over a period of years, during which 
we have undertaken very large financial obligations to expand the crude oil market and in the 
process successively displaced large crude oil purchases from affiliated companies. We have reluctantly 
come to the conclusion that the present marketing limits for Canadian crude cannot be economically 
extended further eastward by direct delivery. Should such an extension take place artifieially, we 
believe the move would carry grave risk to the long-term well-being of the industry. 


Our views and suggestions as to crude oil production and markets can be summarized as 
follows: 
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The Canadian producing industry has experienced phenomenal growth since the Leduc 
discovery in 1947 and has extended its marketing perimeter by: 


1. Heavy financial commitments assumed by certain companies in major transportation and 
refining facilities. 


2. Substantial price concessions which now leave wellhead prices of Canadian crude 30-45 cents 
per barrel less than comparable U.S. or Venezuelan crudes. 


Along with most other industries, Canadian crude oil production is currently showing a marked 
decline from previous high levels. In addition to the effect of the general economic recession, 
present domestic and export markets reflect an unusual combination of adverse factors, 
including warmer-than-normal weather, general world over-supply, adjustment of excess 
inventory position, and seasonal refinery maintenance shut-downs. Under these conditions, 
surplus capacity, which usually represents normal flexibility of supply, has for the present become 
excessive. 


The longer term prospects for the industry are bright. Normal economic markets will grow 
substantially with expanding economies and growing population. We believe that in view of the 
obvious need to supplement United States crude supplies, artificial trade barriers will not in the 
long run limit export markets. 


The problem, therefore, is that of bridging the gap between the immediate difficult position and 
the future in such a way as to preserve the necessary exploration incentive. The necessary risk 
capital to maintain exploration activity cannot be attracted by crude oil market volume alone, 
but requires as well reasonable price expectations. The Canadian producing industry cannot 
tolerate much further reduction in crude price relative to other areas without jeopardizing the 
flow of capital, bearing in mind that cost/price relationships will inevitably narrow as more 
remote areas are tapped. 


The history of development of markets for Canadian crude has clearly shown that the great 
overland distance from western Canadian fields to markets represents the big problem in 
meeting competition. From an economic standpoint, the most attractive markets for Canadian 
crude lie in the interior North American markets, where competition is from U.S. crude; and 
when competing with Venezuelan and Middle East crudes, the nearer seaboard markets of the 
west coast are preferable to the more distant eastern seaboard. 


The Montreal market, which could offer the largest potential new volume, involves major 
permanent pipe line commitments and other serious long-term disadvantages which in our 
opinion outweigh the volume advantage for the following reasons: 


1. If considered on a competitive basis, Canadian crude oil at present prices would be laid 
down at Montreal at a disadvantage versus imported crudes. Furthermore, this disadvantage 
may be expected to increase during the life of a pipe line because of the inherent cost 
advantage of imported crude. Since neither the producers nor the refiners could be expected 
to make open-end, inflexible commitments under these circumstances, it is difficult to see 
how a pipe line could be financed as a commercial venture. 


2. If considered on the basis of the government giving full guarantees of whatever protection 
may be required now or in the future, the results would appear to be: 


(1) higher costs to be met by the consumer or taxpayer; 


(11) a complex permanent system of protection leading to an increasingly high degree of 
government control and jeopardy to the future freedom of industry action and flow of 
new investment capital into the industry. 
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We believe the first objective should be to expand the use of Canadian crude in existing markets, 
where because of better economics and flexibility, the problems involved are appreciably less 
than in the case of Montreal. The first of these markets is Ontario, where action on the part of 
individual refiners and marketers could provide increased outlet for Canadian crude. The second 
market, where a higher degree of saturation should soon become possible, even under U.S. 
import quotas, is in the Puget Sound area, as the industry’s high inventory position is liquidated 
and normal demand growth resumes. 


It is believed that, along with recovery from the business recession, successful expansion of 
Canadian crude sales in the Ontario and Puget Sound markets could preserve the necessary 
exploration incentive. 


The most effective immediate steps which the federal government might take to assist the 
production and market sectors of the oil industry are: 


1.. Revise depletion regulations to a basis not less favorable than that enjoyed by producers of 
competitive foreign crude. In all markets, Canadian crude faces competition having an 
advantage equivalent to the favorable U.S. depletion treatment. The current Canadian 
depletion allowance penalizes rather than encourages the primary explorer. The depletion 
problem has been presented to the federal government regularly for a number of years by the 
Canadian Petroleum Association and by individual company spokesmen, and complete 
information on this matter is available to the federal tax authorities. 


2. Make continued representation to the U.S. government on the application of import quotas 
to Canadian oil, particularly after a decision is reached on the extension of the Reciprocal 
Trade Act. Such representation should be made at the highest level with full attention to 
the future rather than the current position. 
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APPENDIX “A’ 
CRUDE OIL RESERVES 


Estimates of crude oil and natural gas reserves are usually presented under three classifications 
— proved, probable, and possible. These, in turn, may be expressed as either ultimate or remaining 
reserves. Used in this sense, probable reserves include proved, and ultimate reserves are equivalent to 
remaining reserves plus accumulated production. 


Proved and Probable Remaining Crude Oil Reserves 


Imperial Oil Limited has prepared estimates of proved and probable remaining reserves of 
crude oil in western Canada using rules similar to those used by the Canadian Petroleum Association. 
The comparison is shown in Table I. 


TABLE | 


Reserves Estimates for December 31, 1957 
(Billions of Barrels) 


LO le CP sAs Difference 
Proved Remaining ® -=Ce-"e=1- = 2.75 2.86 4.0% 
Probable Remaining - - - - - 3.77 3.68 2.4% 


The differences are considered to be minor and well within the range that would be expected from 
independent estimates. 


Possible Crude Oil Reserves 


One of the more commonly used yardsticks for expressing the quality of a sedimentary basin 
has been the number of barrels of oil per cubic mile of sediments. Lewis G. Weeks of Standard Oil 
Company (New Jersey) has published several papers on this subject and is recognized as an 
outstanding authority on petroleum geology. Mr. Weeks has applied his volumetric approach to 
many of the world’s sedimentary basins and his estimates of possible crude oil reserves worldwide 
average 30,000 barrels per cubic mile. His estimates for the continental United States are 50,000 
barrels per cubic mile of sediments. To our knowledge, no similar study has been made for Canadian 
sedimentary basins. However, the application of Weeks’ volumetric estimates to the sedimentary 
basins of western Canada gives the following figures: 


Volume of Sediments 


Sedimentary Area (cubic miles) 


Nomuwest Lerritonesiand xukoni- seat 2-15 0002 eee 

Alberta and N.E: British Columbia - = - = - =- + + = 506,000 — 

Soc aLche wan allude anitoba.- ee eee ee a= 169 OUD mee 
ictal eee eee ee ere OR fe -, BON. 000keee 


Possible Reserves at 30,000 bbl/cu. mile — 26.7 billion barrels 
at 50,000 bbl/cu. mile — 44.5 billion barrels 


All authorities stress the caution with which such figures should be used. They are not, as 
Weeks has pointed out, proven or probable reserves, nor should they be used as such. In fact, while 
the volumetric approach is believed to give figures of the right order of magnitude, they might be 
highly inaccurate when applied to individual basins. Several of the basin areas of the United States 


have a comparable geologic setting to the sedimentary area of western Canada so that use of the 
USS. yardstick is considered reasonable. 
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In any event, while the order of magnitude of the numbers may be reasonable, it is important 
to note that the realization of these numbers is in the almost unlimited future. The key lies in the rate 
of finding and the key to the rate of finding lies in the incentive to explore. 


Summary of Crude Oil Reserve Estimates — Western Canada 
(Billions of Barrels) 


Proved Remaining - - - - - - =. 2.75 
Probable Additional - - - - - - - = 1.02 
Probable Remaining - - - - - - - 3.77 
Possibles oy =!) 8 = Vee a = 2745 


Natural Gas Reserves 


The natural gas reserves of Imperial Oil Limited amount to slightly more than 1 trillion cubic 
feet, most of which is in the form of gas cap gas and dissolved gas and most of this volume is therefore 
committed to conservation projects and programs. Therefore, due to limited participation in natural 
gas, Imperial’s reservoir engineers have not studied the industry reserves in any detail. Consequently, 
no reserve estimates on natural gas are submitted. 
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APPENDIX “’B” 
CRUDE OIL PRODUCIBILITY 


An important indicator of the growth of the crude oil producing industry in western Canada 
is that characteristic known variously as producibility, potential, productivity, maximum efficient rate 
(MER), and maximum permissible rate (MPR). While it would be untrue to say all these terms 
are synonymous, they imply generally the same thing and their respective values are similar. For the 
purpose of this submission the word “producibility” will be used and it may be defined simply as 
the maximum sustained rate at which western Canada can produce without seriously reducing the 
ultimate recovery. 


Present Producibility 


The present producibility is obtained by adding the MPR’s of all pools in western Canada 
subject to the following modifications: 


1. Certain pools in advanced stages of depletion do not have published MPR’s. Their 
producibility, measured by actual production performance, must be added to the 
total. 


2. In most pools for which MPR’s are established there are some wells physically 
incapable of producing their MPR’s. This inability must be subtracted from the 
total. 


3. Many wells, while capable of producing at their MPR’s, can only do so by 
withdrawing excessive quantities of gas or water. Failure to return these fluids to 
the formation results in penalties which also must be subtracted from the total. 
The need for estimating in (2) and (3) above results in slight variations in the 
producibility figures quoted by different people. 


Imperial’s engineers have estimated western Canada’s producibility at December 31, 1957, 
to be 935,000 barrels per day. Of this amount about 2 percent is heavy crude and about 7 percent is 
medium gravity, sour (high sulphur content) crude. This leaves 91 percent or 855,000 barrels per 
day in the light crude classification. 


Future Producibility 


Producibility in the future will depend a great deal on the rate at which new oil reserves are 
found, in essence the pace of exploration. 


The following matters are pertinent to assessment of this pace. 


Different companies have different approaches to the end of acquiring petroleum reserves. 
Some tend to concentrate their efforts on what might be termed “primary” exploration, entering new 
areas where little is known of the petroleum prospects, and trying to find a key to possible 
accumulations in those areas. Others prefer to start their operations after this first phase is done, 
participating in the land play and relatively intensive exploration that follows the initial discovery. 
Still others are engaged in the acquisition of more or less proved reserves in producing fields through 
the purchase of leases. Of course, many companies take part in two or all three of these phases, 
perhaps emphasizing one in relation to the others. All three phases are important in our competitive 
system. 


But the primary explorer has made possible the existence of the other two and primary 
exploration must be carried on as a long-term and continuing operation if it is to have a reasonable 
chance of economic success. From the first regional analyses, through the process of acquiring 
sufficient acreage to justify the large expenditures to follow, and on through all the normal sequence 
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of exploration to final testing with the drill, continuity is of greatest importance. Since the chance of 
final success in any one area is relatively small, the primary explorer must diversify his efforts and 
continue to work from one area to another, making his successes carry his failures. A large staff of 
highly-trained technical people provides the lifeblood of such an operation. 


Exploratory Drilling 


The portion of total exploration effort that is represented by exploratory drilling, while only 
amounting to 25 to 30 percent of total exploration expenditures, has remained fairly constant in 
recent years and is considered to be the most reliable indicator of the pace of exploration. For this 
reason it can be used, as such, in forecasting new reserves and producibility. 


Figure 1 shows some estimates of exploratory wells to be drilled over the next six years. In 
1957, 967 exploratory wells were drilled in western Canada compared with an average of 886 wells 
a year over the last five years. For the purpose of the forecast presented here, three future levels of 
drilling activity have been considered as follows: 


Level A — Exploratory drilling increases steadily over the next three years to level out at a 
point 20 percent higher than the 967 wells of 1957. 


Level B— Exploratory drilling continues at the 1957 level of 967 wells per year. 


Level CGC — Exploratory drilling decreases steadily over the next three years to level out at a 
point 20 percent below the 967 wells of 1957. 


Finding Rate 


Up to the end of 1957, a total of 7,786 exploratory wells had been drilled in western Canada. 

The probable ultimate reserves of crude oil found by this drilling amounted to 4,688 million barrels. 

IN This gives a cumulative average finding rate of 603,000 barrels per exploratory well.* Such an 

average rate is only valid when applied to a very large number of wells. The number should not be 

considered to indicate the likely result of drilling any one well or even a small group of wells. The fact 

is that about 80 percent of the exploratory wells in western Canada have found no commercial oil or 
gas. The average is maintained by the few wells that find very large reserves. 


Oil finding in Canada has been sporadic and wide variations in results have occurred from 
year to year. Thus a year-by-year plot of historical finding rates gives no reliable trend on which to 
base a forecast. Experience in the United States, where the number of annual exploratory 
completions has been 12 to 15 times the number in Canada, is on a broader base and covers a much 
longer period. A study of the statistics for the United States reveals a steady downward trend in the 

, | finding rate as drilling density increases and the present level is between 200,000 and 250,000 barrels 

per exploratory well.** The Canadian industry is at a much earlier stage of development and this is 

) reflected in the higher finding rates experienced to date. But it seems reasonable to expect that a 
decline will occur in Canada, just as it has in the United States, as drilling density increases. 


*Some analysts base their statistical finding studies on other indices such as “barrels found per wildcat well”. Certain 
definitions of well classifications have become widely recognized in the industry and the most common set of 
definitions is credited to Lahee and is the standard for the American Petroleum Institute. These definitions include 
the following classes of exploratory wells: 


Outpost New Pool Wildcat 
Shallower Pool Test New Field Wildcat 
Deeper Pool Test 


The finding rate figures used in this presentation are in terms of barrels per “exploratory well” which includes wells 
of all the above classifications. 


**Hill, Kenneth E., Hammar, Harold D., and Winger, John G., “Future Growth of the World Petroleum Industry”, 
April 1957. 
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For this study, it has been assumed that the finding rate in western Canada will decline slowly 
from a current level of about 600,000 barrels to 540,000 barrels per exploratory well six years from 
now. 


New Reserves 


Three forecasts of new reserves to be found over the next six years have been made by 
multiplying the number of exploratory wells to be drilled in each year, as represented by levels A, 
B, and C respectively on Figure 1, by the predicted finding rates just discussed. The following table 
shows the volumes of new reserves predicted for each of the next six years as a result of the three 
levels of exploratory drilling which have been considered. 


TABLE Il 
New Reserves 
Exploratory Exploratory Exploratory 
Program Program Program 
A B C 
(Millions of Barrels Found) 
NODS ieee ses Fee) ee O08 570 932 
[COMET Utens 2 oe bebe ents5 561 486 
ODO keen re Se rary Aerie? HG | Jol 441 
IS6L =e = le ee 690 O22 433 
VICE ee a a Be 58 Jon 426 
LOS ee ee ee 26 s22 418 


Development of New Reserves 


There is a considerable time lag between the finding of a new field and the development of 
that field to full producibility. This delay must be taken into account in a forecast of producibility. 
Generally it may be said that the industry tends to show more variations in development pace than 
in exploration.* 


From study of the histories of pool developments and from a consideration of current 
conditions, an average development period of four years has been assumed for future discoveries in 
this submission. 


Forecasts of Producibility 
Figure 2 presents forecasts of producibility for the three levels of exploratory drilling which 


were presented on Figure 1. 


*Development pace after discovery will be influenced by the following factors as shown: 


Factor Relatively Rapid Relatively Slow 

Geographic If roads, communications and If roads, camps, pipe lines, etc., have to 

location pipe lines are already developed be built on remote and difficult terrain 

Geology If the pool outline can be easily If complex geology makes it difficult to 
interpreted or delineated define the productive limits of the pool 

Producibility If favourable If unfavourable 

characteristics 

Mineral leases and_ If there are many operators and If there are few operators and few mineral 

lessors many mineral owners owners 

Drilling conditions If the productive formations are If the productive formations are deep 
shallow and easily reached with and/or the overlying rocks are difficult to 
the drill penetrate 
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The lower line on the graph indicates the estimated producibility of fields now known, 
assuming no new discoveries are made in the meantime. 


The three upper lines on the graph show the forecast total producibility when allowance is 
made for new discoveries. The top line corresponds with exploratory drilling level A and the two 
succeeding lines with levels B and C respectively. 


By way of review, the estimating sequence used in predicting the producibility of new 
discovery pools was as indicated in the following flow diagram. 


Forward estimate of exploratory effort 


| 


expressed as 
Exploratory wells to be drilled (Figure 1) 


| 


multiplied by 
Barrels of oil found per exploratory 
well drilled (600,000 - 540,000 B/W) 


| 


to give 
Reserves to be found in the future (Table IT) 


| 


apply 
Development pace factors (4 year basis) 


| 


to give 
Producibility of future discoveries (Figure 2) 


It is obvious that the forecast of exploratory effort is a vital factor in arriving at the end 
result of producibility estimates. It may be useful therefore to refer again to the exploratory drilling 
forecast given in Figure | and to explain some of the philosophy behind these particular efforts. 
There are certain underlying factors which affect the short-term forecast, and others that have a 
bearing on the activity in the long term. 


(a) Short Term 


The industry has a built-in momentum which is the dominating factor in the pace of 
exploration of any immediate future period (say, two or three years). In its simplest terms, an 
exploration play involves acquiring land, conducting geological and geophysical investigations, and, 
finally, drilling one or more exploratory wells. In the ordinary course of events, such a program 
cannot be carried out in less than two years, and may take much longer. Over this whole period, a 
company must have and maintain an exploration staff of trained geologists, geophysicists, and land 
men. Thus, when a program is underway, the continuing expenditures required to maintain 
experienced staff, together with other pre-drilling investments in land and surveys, cannot be 
abandoned except under very unusual circumstances. Minor fluctuations in the economy will change 
the tempo only slightly over the short term. 


(b) Long Term 


Long-term forecasts of exploratory effort differ from short-term projections in that they go 
beyond a mere continuation of current exploration projects and consider the commencement of 
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entirely new exploratory plays. Thus the intensity of exploratory effort over the long term depends 
entirely on incentive in the form of profitable markets and on a favorable political climate to attract 
risk capital. If these conditions are favorable, exploration will continue at the rate necessary to find 
the new reserves to meet market requirements. 


Conclusions re Producibility 
The following conclusions apply to the estimates represented on Figure 2. 


1. Industry producibility of about 1.05 million barrels a day can be expected at the 
commencement of the year 1960. 


2. Producibility in the order of 1.35 to 1.55 million barrels a day is possible by about 
the end of 1963. 


3. The producibility range of 1.35 million barrels a day to 1.55 million barrels a day 
may seem narrow considering the fact that the limiting assumptions are exploration 
efforts 20 percent above and 20 percent below present base. Naturally, the range 
would widen if projected further into the future. However, this does illustrate that 
there is a considerable time lag between the commencement of exploration and the 
full production impact that stems from the exploratory venture. 


The estimates assume that industry will strike averages each year both in exploration results 
and in development pace. In reality, this does not often happen. 


Figure 3 portrays the annual exploration results since 1946 in terms of present estimates of 
the probable reserves found in each year. It may not be quite true to say that oil finding has been 
cyclical, but there are certainly indications of periodicity with series of prolific discoveries being 
followed by several years of disappointing results. Thus, both the size and the timing of new 
discoveries can alter forecasts of this type. 
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APPENDIX “C*’ 


PRODUCING ECONOMICS 


Most companies engaged in the production operation accumulate each year’s business by 
segments of cost as follows: 


(a) Operating Costs 


All wages, materials, supplies, services and taxes (excluding income tax) that pertain to pro- 
duction expense plus overhead. Shown as an annual total. 


(b) Depreciation of Development Capital as calculated in the following manner: 


i. Surface — capital cost of surface installations that are part of the production operation 
(such as tanks, separators, etc.) — depreciated over the approximate life of the asset — 
expressed in $/year. 


ii. Subsurface — capital cost of drilling and completing each successful well divided by the net 
barrels of reserves under the spacing unit assigned to the well. Thus, as each barrel is 
produced, the same depreciation is taken and the capital is amortized over the life of the 
reserve — it is expressed in $/year by multiplying by the net barrels produced in the year. 
(Some companies use “time depreciation” on subsurface capital investment. ) 


(c) Exploration Costs 


Consists of bonus payments for mineral leases, mineral lease rentals, exploration research, 
geological operations, geophysical operations, exploration drilling and supervision. Shown as 
an annual total. 


The above represents the normal method of booking costs for accounting purposes. Clearly each 
cost segment is related to the revenue of a fiscal year as in a profit and loss statement. 


However, to assess the profitability of the producing operation it is necessary to relate 
investment to the barrels of reserves found and developed and thus reflect the size of the reserves 
available for future production. Thus, to measure profitability, the three cost segments should be 
related as follows: 


Dollars Spent 
Annual Net Production (Net Barrels) 


Operating Cost = 


Dollars Spent 


] t Capital Cost = 
Development Capital Cos Drilled Reserves (Net Barrels) 


Dollars Spent 


De ai Cinch as ae 
a ee Probable Ultimate Reserves Found (Net Barrels) 


The total of these is commonly referred to as “replacement cost”’. 


While the expression of this cost is simple, as it merely represents the annual or cumulative 
expenditures of the producing industry, it is in fact difficult to obtain precise figures of the industry 
dollar expenditures broken down into the three segments required and it is even more difficult to get 
precise figures on reserves. 


To overcome these difficulties, Imperial Oil Limited has for some years now assembled 
“unit of work” statistics of the producing industry, and has applied to these statistics the best possible 
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estimate of accompanying dollar costs. It is believed, therefore, that the estimates of industry costs 
used hereafter are a fairly accurate portrayal of producing cost history in western Canada. 


Since operating costs are related to annual production and development capital costs are 
related to drilled reserves, these ratios can be estimated with reasonable accuracy. Acquisition costs 
however, being related to ultimate probable reserves found, present a more complex problem, since 
an insufficient backlog of production history is available to accurately pinpoint ultimate reserves in 
any of the active areas of western Canada.* Since very little historical background exists upon 
which trends can be established, the unit costs which will follow in this section may be said to reflect 
current estimates which may be subject to future revisions. 


Finally, the problems of separation or integration of natural gas reserves and exploration costs 
have not been attempted since Imperial’s natural gas data are quite limited.** 


The foregoing general comments were for the purpose of emphasizing the difficulties involved 
in estimating industry economics. Despite these difficulties five short studies were prepared and 
are presented in this Appendix. 


The five cases are: 
2 


1. Replacement costs for crude oil based on industry statistics — Case A. 

2. A specific unsuccessful exploration experience of Imperial Oil Limited — Case B. 
3. A successful exploration venture of Imperial Oil Limited — Case C. 

4. A hypothetical experience of a successful producing company — Case D. 


5. A hypothetical experience of another producing company (marginally successful ) 
— Case E. 


CASE A 


Replacement Costs (Based on Industry statistics) 


If the industry is to sustain itself it must acquire and develop for production, a barrel of 
reserves for every barrel of oil actually produced. It may be said, then, that the total expenditures 
of the petroleum industry, related to barrels acquired, developed, and produced, are a measure 
of the industry’s crude oil replacement costs. It follows that the relationship between crude oil 
replacement costs and realization provides a measure of the economic wellbeing of the industry. 


*Relatively speaking, the modern Canadian oil business is very young. Today, there are areas in western Canada that 
have been actively explored for the last seven or eight years — they are being actively explored now and there is a 
very good chance that they will be under active exploration for atleast a decade in the future. The exploration being 
done today will be applicable to reserves discovered in the future and the question arises as to whether such costs 
should be applied against today’s probable reserves estimates in determining current acquisition costs or whether 
they should be more properly applicable against reserves that will be found in the future. The only reasonable solution 
appears to be to take the view that exploration will be conducted in favourable areas for years ahead and that 
additions to present reserves estimates will be made for years in the future and that, therefore, the only practical 
solution is to apply current costs to current reserves estimates. 


**Tt is recognized that the large reserves of natural gas are a credit to the industry exploratory effort. However, in 
view of the extremely long delay in obtaining markets for much of the gas, there is considerable uncertainty in how 
to value the reserves. The value of the natural gas reserves was therefore not included in determining acquisition 
costs although it is recognized that it does have value and would in fact reduce acquisition costs by a small amount. 
Natural gas liquids reserves have been included in probable ultimate reserves used in calculating acquisition costs. 
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The succeeding figures are based on estimates of actual industry operations over the period 
1947 to 1957, the costs having been accumulated* and averaged on Imperial estimates of industry 
annual dollar expenditures for each of the acquisition, development, and operating categories. 
The costs are expressed on a per barrel basis and added to determine the replacement cost per barrel. 
In each case the actual dollar expenditures have been adjusted by applying the General Wholesale 
price index to reflect more accurately the true replacement cost in terms of 1957 dollars. 


TABLE | 
Acquisition Cost 
Accumulated Accumulated Accumulated 
Total Ultimate Acquisition 
Acquisition Cost Probable Reserves Cost 
Year Thousands of $ Thousands of Net Bbls. $ per Net Bbl. 
Prior to & 
riled, 2 LSE OP ee eee ee 79,212 560,041 14 
Veco bh Center tet ER Eeer oennee 117,008 oo eoi 7 .09 
WIAD ee PRIM tO ure es 197,864 1,576,761 oe 
(1S Oe Nee ee 320,020 1,835,702 AY 
1207 0 gore ataee eee tre ee peeeenae 460,158 2,118,066 fae 
ns Oe eee A 661,841 2,714,474 24 
HS pe RS bo OS 8 eae 849,776 3,698,194 ate 
USE ral ete a aN emul ite 1,106,027 3,848,809 wy 
[EIB « etd eeedie etter alta i teanyart Boolg7o6 4,127,716 pots, 
cy ee 1,635,803 4,240,110 39 
SES i oe oe eee 1,942,384 4,414,430 A4** 


Development Capital Cost 


It is assumed that the amount of developed reserve as of December 31, 1957 was 95 percent 
of the proven reserve of 3.30 billion net barrels or 3.03 billion net barrels. Cumulative development 
costs amounted to $1,039,995,000. ; 


The development capital cost ratio is therefore — 
$1,039,995,000 = $0.34/net barrel 


3,030,000,000 


Operating Costs 


In Table II an estimate has been made for industry operating costs. The figures have been 
built up independently by Imperial Oil Limited, based on judgment and experience and are believed 
to be representative of actual industry operating cost history in western Canada. 


*The procedure of using accumulated past costs may not seem compatible with the objective of calculating a 
replacement cost, which implies the use of current and future costs. However, the wide annual variations in finding 
coupled with the short history in western Canada renders impossible the establishment of a trend in acquisition 
costs. The only practical solution appears to be the use of accumulated costs and accumulated reserves to reflect the 
costs per barrel to date, leaving to subjective judgment the extent to which future costs may vary. 


**]f the five year period of 1953 through 1957 were taken the acquisition cost would be $1,280,543 == $0.75 per barrel. 


1,699,956 


However, 1957 reserves are probably understated, making this five year average acquisition cost somewhat high. 
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TABLE Il 
Operating Costs 


Accumulated Accumulated 
Cost Production Cost 
Year Thousands of $ Thousands of Net Bbls. $ per Net Bbl. 

Prior to & 

1 Wi. UY eo oleh ie tr Bate oe yee ae) 80,825 He] 
OS ae iene a hich a8 terete ee 32,360 90,863 36 
he gee Erg ak Marie an ame 42,690 108,692 he, 
ARID be Br ne ee ne Te 57,870 ead pe) 44 
ES Da Recrlen peetaling fewer bay 78,470 173,863 a 
ge EI Te a ee eae a oe pee 104,500 226,355 48 
eH el be, Beer as ere eh ere 130,170 20004 Aa 
Meche) en eure ee ae ce eee 165,060 877,851 44 
REE) Seep he 5 Se cence ee 217,460 488,708 es 
BODO Berea Sai cree bss halon cs 289,696 636,001 oe 
ene Pees Bad ieee sets 365,348 792,071 46 

From the preceding data the following replacement cost calculation can be made: 
Actual Adjusted 
Dollars Dollars 
Cost of acquisition - - - - - - - - O44 0.46 
Cost of development capital - - - - - - 0.34 0.36 
Cost of operating - - - - - - - - 0.46 0.48 ye 
Replacement cost per net barrel - - - - - 1.24. La0e 
Realization 


InTable III the weighted average wellhead crude price for western Canada for the years 
1948 to 1957 are given. 


TABLE lil 
$ per Bbl. 
1948 eee en) 3.15 
1949 2 remo sa se | 201) 
1950 SG A ee err ee 
1951 SS ee 
1952 ee as fs) 
1953 - = = = = = = 2.48 
1954 ee a ae ee eee 
1955 ee es ee ene ele 
1956 a ee eee ie ee Cae as # 
1957 ir He ee eee oe) pane -2e .estimated) 


For comparison purposes the 1957 average is compared to some other well known crude 
sources in the Western Hemisphere as follows: 


Western Canada Average (wellhead) - - - $2.52 ¥ 
PRCCWatET: Sue ee ee ae ee 2.63 
Pembina piel kee Bice ek en 2.61 
U.S. Mid-Continent 35° - - - - - - 3.05 


Guanipa 30° (f.o.b. Puerto la Cruz, Venezuela) 2.18 
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Comparison Between Realization and Replacement Cost 


The replacement cost amounts to roughly 50 percent of the realization. The difference 
between realization and replacement provides the amount available for payment of income tax, cost 
of money and profit. 


The cost of money is a most important factor. In the producing industry, the investment is 
made in total before a dollar of income is received, and the prime asset (i.e., oil and/or gas reserve) 
is produced very slowly over a period of years. Hence, the income from the investment will not be 
realized, in total, for a period of 10-40 years (i.e., until the reserves are depleted). 


Thus, the realization and replacement cost compare as shown in Table IV. 


TABLE IV 
Future Worth Present Worth* 
at 6% & at 6% & at 6% & 
20 yrs. 200 rs: 30 yrs. 
Dollars Per Barrel 
Realization - - - - - - - = 2.52 1.64 1.50 has) 
Replacement Sea eee Ae ea Lou) IVa ei) 1.06 
Miargin before tax $i: =o -  -) = - 1.22 2 40 oo 
Become lax** 20, \efys Peo liebe as 41 ae 9 15 
Marginafter Tax - - - - - - 81 .30 BA .08 


Carrying the conclusion one step further, these margins can be calculated as a rate of 
return (using the investor’s method), and they are within the range of 7 to 12 percent after tax. 
Imperial feels that rates of return of this order are the minimum necessary to attract the risk 
capital required in the exploration effort that lies in the future. 


CASES B AND C 
Case Histories 


When considering the oil producing industry’s growth potential, average industry economics 
do not tell the full story. Contained within those industry averages are figures representing a wide 
variety of failures and successes. ‘To illustrate this point, two examples have been worked out on the 
basis of actual case histories taken from the records of Imperial Oil Limited. 


The cases were not selected merely because of the indicated results. Rather, the projects on 
which these two studies were based were of a nature that permitted a reasonably clear-cut allocation 
of costs and results. Case B represents a completely unsuccessful exploratory venture. Case C presents 
a picture of a moderately successful venture in which an exploratory program uncovered commercial 
oil in sufficient volume to pay back the costs of both exploration and development and still leave a 
small margin of profit. 


*The use of 6% is perhaps a low figure — it is only slightly more than the present day prime borrowers’ rate of 544%. 


**Since such items as most exploration expense, operating expense, and a portion of development capital cost may be 
written off for tax purposes in the year in which they are incurred, or (with the exception of operating expense) 
carried forward indefinitely, the payment of income tax will be delayed for some years, and the present worth 
calculations take this into consideration. 
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CASE B 
A Specific Unsuccessful Exploration Experience of Imperial Oil Limited 


This is the history of a project in which a block of Crown acreage was taken under reservation 
by Imperial. The Company planned a systematic exploratory program aimed at finding commercial 
oil or gas. Had this exploratory endeavour yielded the desired results, up to 50 percent of the 
acreage could have been converted to lease in the Company’s name, with development drilling and 
ultimate marketing of the produced substances following in due time. The remaining acreage would 
have reverted to the Crown for possible disposal by sale to various operators at a later date. 


In point of fact, however, commercial quantities of oil or gas were not found during the 
primary exploration program. While there were a few encouraging signs of oil and gas accumulations, 
much more detailed work, probably taking a number of years, would have been required to prove 
or disprove the possibility of commercial production. Imperial did not feel it could continue further 
with the program, considering that lease rentals alone would amount to about 2 million dollars a 
year. Imperial’s rights in most of this land block have now been surrendered. 


The maximum amount of reservation acreage held under this project was about 3,975,000 
acres. [he expenditures were about as follows: 


TABLE | 
Total $ 
Tandt@osts® 0 228 92 f See coueee 22 14.63.0004 @ 
Geological and Geophysical Surveys- - - - 3,404,000 “ 
Exploratory Drilling - - - - - - - 1,671,000 
Tora laees soe ee ha) Ge tieren Zt Pep «$6538 000 


The above expenditures took place over a period of eight years. Considering a nominal cost 
of money of 6 percent per annum and applying it to the progressive and accumulated expenditures 
to the end of the project, the total cost becomes about $8.4 million. 


The above example illustrates the scale of expenditures that a primary explorer may have to 
make, often without any financial return. To stay in business, a company engaged in primary 
exploration must have large capital resources to start with and/or a substantial current income to 
support his exploratory efforts until those efforts can generate their own returns. Moreover, he can 
only justify the big expenditures that are required if there is a reasonable assurance of profit. To 
meet this condition, he must be ready and willing to continue his endeavors so that his successes 
can carry his failures and return a profit on the combined outlays. 


CASE C 
A Successful Exploration Venture of Imperial Oil Limited 


Another area in which the costs and apparent results could be segregated readily was 
selected as the basis for Case C. Since this is a currently active area, the release of actual figures 
could conceivably prejudice the positions of other operators working there. For this reason, the 
sizes of the expenditures have been altered through multiplication by a common factor for purposes 
of disguise. Care has been taken to see that the economic results, which are stated in relative terms, 
were not altered. They portray the results of the actual operation to the best of Imperial’s ability to 
judge these results at this stage. 


Case C presents the results of an operation in which an exploratory program was carried 
on at a steadily increasing rate for a period of over five years before the first commercial oil production 
was found. Active exploration and development continued until Imperial’s acreage holdings were 


61 


SS 


i ! 


—> . tperhesis 20 teniveement ae anrabaltyh i ne 


rises) (Aline AAA) Ae atten re atk 
ubi/l se betabl Sungansy, qxecyethas aeenene 

; yh Op Sip ant herein adi ips 0h 

rt Nich: laeurayaiyen> baw nines ¥ yeas oti Li 
eeporeiyn SAT. ed MA a: fotrwet hed eat 

: ly te notices eeeiee os sc wanes 


' 70 ooo a “40 40 Sutera 3 ae 

1 Prilp it QiigehaerD ees 
| Alvoree sang IA uMbae a igeeAme gills 
ty 5 titre 12 Loot teen BBE raha ces ned aniey ihe) eee 
afles uly. nasegin Blonde aeaile glenist saat merase 
fnpriiin, (ea el eye” out dant Apel wilt Ye 2988 


4 


: e 2. -(tigtal. LTS ope eh > fen! oot ae 
a ter}-ep malt 
' eso at ie a 
. a 
y ¢ . : 


» <A es : rk wiebliodee 
jain een | i 


¢ La ar Pao «COs oe Ory 
‘ines ‘ ei cy WA os ia j Rrailepye. ew pany 


wr! uv 1a ik iris wort Fash SG AM 2 


& * y ‘yal MAE iS he Ae =e! velba 
an ‘ ee eee) ee 


‘a ys ° 7a a a Py ic aw se ii ogett)  Srte Seshgen'Ve 
rT? fe re 7 4% v9 “A — AA >» hitler gel Tir ibe 


Saas = Ft sveysy 3 if 7 fh a el aly 6 
adlicdt 


littacrk. Neves it Ofcs.y @llcueel ee hea 


wit 4A QV e 98 } wees ey Seth OF * prettiest nie 
i iaeewats ate wT “aeels eee Hew 

cay ut) qt CR peo? Ririaptiodein» . 
art wildalen ct begers ie Bolder? eeteig 


isl i g Vas “4 rn) + ki “t 3 


TRis 4497 ep iRerg (te eis 7 befor 


rns es Aiton so 7 
net hamibyas abi F 


satisfactorily evaluated. Total expenditures up to the time of the first substantial production added 
up to about $1.3 millions. Total expenditures of a capital nature (exploration and development costs) , 
were about $11.2 millions over the life of the program. This amounts to about 86 cents per net 
barrel of reserves acquired. Of this figure, about 47 cents per net barrel was in the form of 
acquisition expenditures and 39 cents per net barrel represented development capital costs. Operating 
expenses are relatively high, averaging 67 cents per net barrel. Imperial’s net reserves are 13 
million barrels. ; 


On the basis of the above, total replacement costs are $1.53 per net barrel and this gives 
the following indicated results which are shown in Table II. 


TABLE Il 
Present Worth 

Future Worth at 6% 

($/Bbl. ) ($/Bbl.) 

Realization ee ee ee ee wee, ae 2.0 1.62 
Replacement: Cost’ 7-5 te) crelsraciies: we've Gresilio3 bez 
Wiancinebeloretaxt =4) us s<veeeels Gey alieg epetel:03 0.40 
income bax Peel -wle ny te wae ibe mg 10,40 0.21 
Margin after tax - - - - - - - - 0.63. 0.19 


The rate of return* on this operation over an estimated 30-year producing life is expected 
to be about 11 percent after tax. By any standard, this is a very moderate return on risk money in 
a successful venture. The primary explorer must have before him the hope of much larger returns 
on his successful ventures to carry the losses of his unsuccessful exploratory projects such as was 
outlined in Case B. 


CASES D AND E 
Hypothetical Examples 


It has been stated that an exploring company must normally carry on a continuing program 
to achieve a measure of success in the hit-and-miss business of oil finding. Not only must the search 
be continuous; it needs also to be carried on with a high degree of skill and efficiency and preferably 
with a touch of good fortune if the company is to flourish. The success of an exploratory program is 
measured by the cost of acquiring reserves. 


The range of acquisition costs is very wide. To illustrate how heavily these costs can bear on 
a company’s future, the progress of two hypothetical exploring companies was charted over a 
period of twenty years from their respective entries into the play. The two hypothetical companies, 
call them Company D and Company E, are represented by Cases D and E respectively. Company D 
has a continuing acquisition cost of 25 cents a gross barrel while Company E has an acquisition 
cost of 75 cents a gross barrel. 


In order to validate the comparison, other conditions were made as comparable as possible 
between the two companies. Important conditions common to both companies were as follows: 


1. Wellhead price — $2.50 per barrel. 
2. Royalty — 122% of gross production. 


3. Production — 612% annually of remaining developed reserves. 


*The rate of return was calculated using the discounted cash flow or so called ‘“‘Investor’s Method.” 
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4. Operating costs — 50¢ per gross barrel. 
5. Average reserves per well — 300,000 barrels. 


6. Development capital investment was assumed to be $85,000 per well. 


In the calculation each company was assumed to commence operations with $5 millions 
of equity capital.* No additional capital was invested during the period in the form of new equity; 
and in the first series of calculations, no issuance of funded debt was assumed. However, during 
the period of development of discoveries made during the early years, each company made use of 
short term financing to avoid a serious interruption of exploratory work while its income from 
production was being built up. 


As the two hypothetical companies were used solely to demonstrate a principle rather than 
to reflect actual case histories, no capital realization in the form of dividends was provided for during 
the twenty-year period. Instead, all income in excess of requirements for operating, development, 
and other expenditures was assumed to be used in exploring for additional reserves. 


The usual experience is for exploration success, particularly in the case of an individual 
company, to be cyclical in nature even if a fixed annual amount is provided for exploring. However, 
in the interests of simplicity, it was assumed that after a preliminary two-year period, discoveries 
each year would be in direct proportion to exploration expenditures. 


In short, this projection attempts to reflect the progress of two companies operating under 
parallel conditions, but with different finding costs. In actual practice, results could vary considerably 
from those shown depending on financial policy in respect of debt financing and dividend payments, 
to say nothing of the effect of the timing of discoveries during the period. 


Figure 4 shows the progress of Company D and Company E respectively in terms of the 
growth of remaining reserves. Figure 5 shows the progress of each company in terms of annual 
production. It will be noted that by the end of the twentieth year, Company D has remaining 
reserves of 76 million gross barrels, while Company E has remaining reserves of some 9.5 million 
gross barrels. In other words, with an acquisition cost for Company D equal to one-third that of 
Company E, reserves of the former company would be about eight times those of the latter at the 
end of the twenty years. The slopes of the respective remaining reserve curves in Figure 4 and the 
production curves in Figure 5 illustrate that Company D is able to finance from its own earnings 
a rapidly increasing rate of exploration and development, whereas Company E, reinvesting all its 
earnings, shows only minor growth. In fact, the rate of growth of Company E has been such that 
it hardly justifies the original investment in what is predominantly a high risk enterprise. 


It is apparent from these examples that the future of a company with a relatively low 
finding cost is practically unlimited. Company D in our example would be in a position to expand at 
a much more rapid rate than we have shown. The rapid build-up of production and reserves would 
enable it to make use of borrowed funds and thereby expand its operations. To illustrate, if Company 
D borrowed $5 millions at the end of the fifth year of operations (at which time the underlying 
security would be reserves in the order of 15 million gross barrels) its remaining reserves at the 
end of the twenty-year period would be some 100 million gross barrels, an improvement of 32 percent 
over the 76 million gross barrels it would have remaining if exploration were financed solely from 
its own earnings. This calculation was based on an interest rate of 51/2% per year on the outstanding 
balance of the debt which, it was assumed, would be repaid in equal annual instalments over 
fifteen years so that the company would be debt-free at the end of the period. 


*Each company was assumed to acquire initially two 100,000 acre reservations, carrying out preliminary surveys to 
the same total costs in the first two years and drilling to discover oil in the third year. The initial exploratory 
programs were designed to use about half of each company’s available capital in the first three years. 
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As an alternative to debt, or perhaps in conjunction with debt, Company D could readily 
obtain infusions of additional equity capital. The build-up of reserves of this company would under 
normal conditions enable shares to be sold at a price substantially above that of the original issue 
used to raise the $5 millions assumed as the original equity base. 


Company E would obviously have difficulty in expanding its operations to obtain results of 
greater magnitude than those shown in Figures 4 and 5. In fact, our calculations show that if money 
were to be borrowed, on the same basis as used in the illustration for Company D, Company E’s 
position at the end of the twenty-year period would be no different from the original case using 
no funded debt. The carrying cost and repayment obligations in respect of the debt would reduce 
the level of exploratory activity in the later years by an amount sufficient to offset the short term 
ou in reserves resulting from the use of the borrowed funds. 


Ne 


The gaia illustration is designed to show that the level of acquisition costs over the 
long term is the key variable in the success of an exploration company. There is no doubt that the 
growth possibilities in a company that can achieve lower than average acquisition costs provide 
the incentive that attracts risk capital to the industry. 
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APPENDIX ‘’’D’ 


Re: FEDERAL PIPE LINES 


Introduction 


The Pipe Lines Act, R.S.C. 1952 cap. 211 was first enacted by the Parliament of Canada in 
1949 in the exercise of its exclusive jurisdiction over interprevincial and international pipe lines. 
The scheme of this legislation was to prescribe the type of corporation which could construct, own 
and operate such pipe lines and to confer jurisdiction on the Board of Transport Commissioners in 
respect of the construction and operation of such pipe lines generally. 


There have been two principal factors which have influenced the legislative position of pipe 
lines in Canada. One arises from the division of legislative power in Canada under the British North 
America Act whereby the Dominion Parliament was given exclusive jurisdiction over works and 
undertakings connecting one province with another or extending beyond the limits of a province. The 
other arises from the experience of the railways which were constructed in the latter part of the 
nineteenth century and the apparent desire of the Federal Government to avoid, so far as possible, the 
construction of undertakings which may prove to be uneconomical and presumably would become 
a burden on the country. 


The current federal pipe line legislation in itself contains certain undesirable features and the 
fact that each of the provinces has legislative authority over wholly provincial lines creates further 
problems by reason of the duality of these legislative jurisdictions. Certain of these problems are 
discussed hereunder. 


t. “11. A company shall not, except as in this Act otherwise provided, begin the construction of a 
section or part of a company pipe line, until 


(a) the Board has by order granted the company leave to construct the line; 


34. No company pipe line and no section thereof shall be opened for the transportation of oil or 
gas until leave therefor has been obtained from the Board.” 
Pipe Lines Act, Revised Statutes 
‘of Canada, 1952, cap. 211. 


“6. Subject to section 24, no person shall commence the construction of a pipe line or any section 
thereof until the minister has granted a permit as hereinafter provided authorizing such 
construction. 


21. (1) No permittee shall operate a pipe line until he has applied for and obtained from the 
minister an operating permit permitting the operation of the pipe line in accordance with such 
permit and the permit granted under section 12 and any amendments thereto. 


(2) Upon or before applying for an operating permit, the applicant shall furnish the minister 
with complete and detailed plans and specifications as prescribed by the regulations and such 
other information as the minister may require.” 
The Pipe Lines Act, Statutes of 
Saskatchewan, 1954, cap. 83. 


It is sometimes difficult to know whether a proposed work is within federal or a provincial 
jurisdiction. This may arise particularly in the case of a. gathering line built in conjunction with a 
federal pipe line. In a borderline case, the owner will be in a dilemma to know where to apply for 
the necessary permissions he requires in either case and faces great risk of delay and expense should 
the authority to whom he finally decides to apply declines its jurisdiction. In the absence of a ruling 
by the courts, it would in fact be possible for both the federal and the provincial authority to decline 
jurisdiction based on their respective views of the nature of the proposed undertaking. 
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LT, “10A. No person, other than a person having authority under a Special Act to construct or operate 
pipe lines for the transportation of oil or gas, shall construct or operate an extra-provincial pipe 
line, but nothing in this section shall be construed to prohibit or prevent any person from 
operating or improving an extra-provincial pipe line constructed before the Ist day of October, 
LOD Sa 

Pipe Lines Act, Revised Statutes 
of Canada, 1952, cap. 211, as 
amended by Statutes of Canada, 
2-0 Kliz, 13h cap seche 


Under the Federal Act only a Special Act Company may construct or operate an inter- 
provincial pipe line. While the historical reason for a Special Act Company is that the pipe line would 
be the basis of a quasi-monopoly and, therefore, the incorporation of the company should be by a 
special act of Parliament, the fact that jurisdiction over pipe lines is now held by the Board of 
Transport Commissioners would seem to have removed this requirement for parliamentary super- 
vision of the incorporation of the company. The principal objection to an incorporation by special 
act is the delay entailed and the resultant inflexibility if the corporate powers are to be varied 
subsequently. Application for incorporation by special act must be made at the beginning of a session 
of Parliament. As these occur usually only once a year, delay is almost bound to result except in the 
case of a fortunate coincidence. Secondly, the passage of the bill for incorporation through Parliament 
is a tedious and time consuming one and inasmuch as the rules of the House limit the time that may 
be devoted to bills of this nature the bill is always liable to be talked out at the session thereby 
necessitating its re-introduction at a following session or its complete withdrawal. 


Just as the enactment of the special act of incorporation is subject to delay so are any further 
amending acts which may be sought by the company to enlarge or vary its corporate powers. In the 
case of a letters patent company, these further powers are obtained by supplementary letters patent 
and are not subject to parliamentary review but in the case of a Special Act Company any change in 
its powers requires an act of Parliament in amendment of its act of incorporation. 


OMe “An Act to incorporate Consolidated Pipe Lines Company” 
Statutes of Canada, 3-4 Eliz. II 
cap. 75. 


“An Act to incorporate Petroleum Transmission Company” 
Statutes of Canada, 3-4 Eliz. II, 
cap. 76. 


“An Act to incorporate S & M Pipeline Limited” 
Statutes of Canada, 3-4 Eliz. II 
Cap. //: 


“An Act to incorporate Stanmount Pipe Line Company” 
Statutes of Canada, 3-4 Eliz. IT, 
cap. 78. 


‘‘An Act to incorporate Trans-Border Pipeline Company Ltd.” 
Statutes of Canada, 3-4 Eliz. II 
CAD: 


“An Act to incorporate Trans-Prairie Pipelines of Canada, Ltd.” 
Statutes of Canada, 3-4 Eliz. II, 
cap. 80. 


“An Act to incorporate Westspur Pipe Line Company” 
Statutes of Canada, 3-4 Eliz. II, 
cap. 82. 


“An Act to incorporate Yukon Pipelines Limited” 


Statutes of Canada, 3-4 Eliz. II 
cap. 83. 
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A further consequence of incorporation by special act and of the resultant delay is the number 
of pipe line companies which are incorporated in a year in anticipation of one of them being 
empowered to build a particular line which may be in general contemplation. In 1955, eight such 
companies were incorporated although only two actually constructed lines. 


IV. “12. (3) Upon the application, the Board shall have regard to all considerations that appear to it 
to be relevant and in particular to the objection of any party interested, to a public interest 
that in the Board’s opinion may be affected by the granting or the refusing of the application, 
and to the financial responsibility of the applicant.” 

Pipe Lines Act, Revised Statutes 
of Canada, 1952, cap. 211. 


“As guiding considerations, subsection (3) particularly refers to public interest and financial 
responsibility of the applicant. Among the additional factors or criteria which the Board, in 
conjunction with its economic, financial and engineering specialists has deemed relevant and has 
considered are: (a) design and other engineering features of the proposed line; (b) costs of con- 
struction and operation of the line; (c) comparative cost of financing of the debt and equity capital, 
as suggested by the Applicants; (d) skill, knowledge, experience and record of the parties who will 
be charged with the administration and direction of the respective undertakings; (e) the type of 
interest which the sponsors of the respective companies have in the area in question and their ability 
and incentive to further develop in an orderly fashion crude oil resources and increased throughput; 
(f) the significance of the items mentioned in sub-paragraph (e) in respect of costs of production and 
the likely effect thereon on expansion of markets and cost to consumers.” 


Judgment of Mr. Justice Kearney, 
J. dated October 13, 1955, pur- 
suant to Order No. 87142, The 
Board of Transport Commissioners 
for Canada. 


Following incorporation by special act, the company must obtain from the Board of ‘Transport 
Commissioners leave to construct and operate its line. It is difficult to find fault with the require- 
ments of the Board in this connection so far as they relate to the location and route of the line, 
railway and water crossings and other matters designed to minimize interference with property 
rights and to ensure safe construction and operation. The Board, however, has also required evidence 
relating to reserves, production forecasts, availability of markets, proof of financial responsibility 
and of the support of producers in the area served by the proposed line. While this desire to ensure the 
economic success of the venture may be in the overall public good, it has had a tendency in the past 
to restrict the size of the proposed undertaking to its immediate requirements thus enhancing its 
chances of economic success but limiting its capacity to handle increased volumes as markets expand 
save at the increased cost of further expansion. It would seem that the public should be, and is 
already adequately protected in respect of any investment it may make in the company under the 
provisions of the present Federal and Provincial Securities laws and that it is a duplication of effort 
for the Board to concern itself with the above matters. 


V. “38. This Part applies in respect of company pipe lines for the transportation of oil and to 
companies operating such lines. 


39. The Board may, by order, declare a company to be a common carrier whether the company 
has or has not acted or held itself out as a common carrier, and the expression “common 
carrier’ in the following sections of this Part means a company that has been declared by the 
Board to be a common carrier. 


40. The Board may make orders and regulations with respect to all matters relating to traffic, tolls 
or tariffs. 


42. A common carrier shall not charge any tolls except tolls specified in a tariff that has been filed 
with the Board and is in effect. 


43. All tolls shall be just and reasonable, and shall always, under substantially similar circumstances 


and conditions with respect to all traffic of the same description carried over the same route, be 
charged equally to all persons at the same rate. 
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44. The Board may disallow any tariff or any portion thereof that it considers to be contrary to 
any of the provisions of this Act or to any order or regulation of the Board, and may require 
a company, within a prescribed time, to substitute a tariff satisfactory to the Board in lieu 
thereof, or may prescribe other tolls in lieu of the tolls so disallowed. 


45. The Board may suspend any tariff or any portion thereof before or after the tariff goes into 
elec. 
Pipe Lines Act, Revised Statutes 
of Canada, 1952, cap. 211. 


Another feature of the Federal Pipe Lines Act is the power that is conferred on the Board 
to declare an oil pipe line company to be a common carrier and to then regulate all matters in regard 
to traffic and tariffs. This provision together with the prohibition in the Act from selling or abandoning 
the operation of any pipe line save with the consent of the Board illustrate the common carrier or 
public utility concept which Parliament appears te have had of this type of pipe line. The oil pipe 
line does not fit into this concept. We suggest that in the case of oil pipe lines the dangers sought to be 
safeguarded by these provisions are already provided for to some extent under the Combines Act and 
further would be obviated if the single permit system presently followed by the Board were to be 
discontinued. 
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